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SUMMARY
During this century three major trends have
characterized the development of the hog
slau^ter-processing industry in Iowa and in other parts of
the nation: Slaughter plants have moved from terminal
market locations to hog production areas, new firms have
entered the slau^ter-processing industry reducing the
relative importance of the once dominant big five meat
packing firms, and muitispecie slaughtering plants have
been replaced by plants speciaUzing in the slaughter of a
single species of livestock. Of the 23 federally inspected
plants in Iowa that slaughtered hogs in 1972, 15 ^ecialized
in hog slaughtering and processing. About 25 percent of the
hogs slaughtered in the U. S. are slaughtered in Iowa. Profit
rates in the slaughter-processing industry are low relative to
other food processing industries, and vary directly with the
volume of livestock slaughtered.
Accompanying the trends in the slaughter-processing
industry has been a trend toward direct marketing ofhogs.
At the beginning of the century nearly all slaughter hogs
produced in Iowa moved through terminal markets. Now,
less than 20 percent move through this channel, and about
75 percent move through one of five direct marketing
channels-^interior packing plants, packer-operated buying
stations, independent buying stations and dealers,
cooperative buying stations, and collection points. Less
than 10 percent of the hogs produced in Iowa are marketed
through auctions. Considering all types of hog market
outlets, no county in Iowa has fewer than three outlets and
many have more than 20.
Carcass grade and wei^t and live wei^t marketing
methods are available to most iowa producers, but more
than 90 percent of the hogs produced in Iowa are marketed
on a live weight basis. The main live weight methods used
differ in the amount of sorting by grades and weights that is
done before hogs are priced. Hogs marketed on a carcass
grade and wei^t basis are individually weighed and graded,
and this information is used to establisli the price paid for
each hog. The U. S. Department of Agriculture has
established grades for pork carcasses and slaughter hogs that
are based on the relation of carcass value per
hundredweight (cwt.) to carcass weight and backfat
thickness. However, no federal grading service for pork
carcasses or live hogs is provided. Consequently, when hogs
are marketed, packers usually grade them, and many
packers use their own grading systems.
Studies indicate that carcass grade and weight prices
received by producers for similar lots ofhogs at different
plants are nearly equal, but that live weight prices received
for siinilar lots at different direct market outlets vary
considerably. Prices paid for hogs marketed on a carcass
grade and weight basis usually closely reflect the actual
wholesale value of the products obtained from the hogs.
However, when hogs are marketed on a live weight basis,
lower quality hogs are usually overpriced and higher quality
hogs are usually underpriced. Prices received by Jarmers are
highest for hogs in the 200-220 pound weight range that are
marketed in large, uniform lots.
Slaughter hog prices vary seasonally. During the
U-year period 1960-70, price changes from April to May,
from May to June, from June to July, and from November
to December were usually price increases. On the other
hand price changes from February to March, from March to
April, from August to September, and from September to
October were most often price decreases.
A futures market for live hogs was established by the
Chicago Mercantile Exchange in February 1966. The
trading volume on this market has increased dramatically in
recent years. Through hedging, ahog producer may use the
futures market to forward price his hogs and to reduce
price risk. However, two limitations of the live hog futures
market, from the viewpoint ofproducers wishing to hedge,
are the large number of hogs required for delivery and the
difficulty in precisely estimating the net price the producer
will receive through hedging.
A number of factors, including efforts to reduce
marketing costs, have been responsible for a trend toward
direct or decentralized hog marketing channels. But changes
in the hog pricing system have not kept pace with these
changes in hog marketing channels. Consequently, some
producers have been dissatisfied with the way hog prices are
determined. The adoption of an alternative hog marketing
system may offer opportunities to overcome this difficulty.
Among the most promising alternative marketing
systems are those that combine decentralized marketing
channels with a centralized pricing system. Telephone
auctions and the Canadian teletype hog auctions are
examples of this type of marketing system. Other examples,
including one that would make use of a computer, have
been proposed.
Other alternatives to thepresent hog marketing system
might involve an extensive use of contractual agreements
between producers and packers, or even vertical integration.
Contracts offer advantages to packers and feed companies
as well as to some producers. Several types of contracts are
currently used in Iowa. However, only asmall percentage of
slaughter hogs are now produced under contractual or
vertically integrated arrangements, and a strong trend in
this direction is not apparent.
INTRODUCTION^
This report is one of a scries of three dealing with
conditions and trends in hog and pork production,
marketing, and consumption. These reports summarizeand
integrate information that will help those involved in hog
production and marketing to understand conditions and
trends under way in the hog-pork industry, and to make
better management decisions.
One of the three reports will deal with efficiency and
costs in hog production. Another report, Conditions and
Trends in Hog-Pork Production and Marketing:
Consumption and Marketing Margins, (15) discusses factors
affecting the average farm price of slaughter hogs and the
price differentials for different weights and grades of ho^.
The hog marketing system encompasses all the
activities and services that are performed from the time
hogs leave the farm until they are slaughtered. This report
discusses the present Iowa hog marketing system; the hog
slaughter industry; the marketing channels and methods
available to producers; price and cost differences between
channels, methods, and seasons of the year; the live hog
futures market; and several alternative marketing systems
and marketing practices, their advantages, and their
disadvantages. The nature of the marketing system and the
farmer's choice of a place and method of marketing affect
not only the price he receives for his hogs, but his
marketing costs, the role he plays in the price-making
process, and even the control he has over liis hog
production enterprise.
*Conditions and Trends in Hog-Pork Production and Marketing: Marketing Systems and Farm Prices was written by Ronald Raikes. George W.
L;idd, and J. Marvin Skadberg as part of Project 1822 of the Iowa Agriculture and Hcrnie Economics Experiment Station.
ORGANIZATION OF THE IOWA
SLAUGHTER-PROCESSING INDUSTRY
Hog slaughtering involves the conversion of live hogs
into carcasses and by-products. Processing, I.e.. carcass
breaking, boning, curing, smoking, etc., converts carcasses
into fresh pork and other pork products. Processing is done
in some slaughtering plants, in specialized processing plants,
and in some retailwarehouses and stores.
During this century the slaughter-processing industry in
the United States has experienced many changes. In the
early I900's the major hog slaughtering plants were located
at terminal market centers. Ownership of slau^tering
plants was concentrated in the hands of the big five,
Armour, Swift, Wilson, Cudaliy, and Morris. Each of these
firms operated a number of plants, and nearly all these
plants slauglitered two or more species (e.g., cattle, hogs,
and sheep).
Since the early 1900*s the slaughter-processing industry
has been characterized by three major
trends - decentralization, deconcentration, and
specialization. Anumber of forces have caused these trends.
Decentralization refers to the transfer of slaughtering
facilities from central markets to production areas. Hog
slaugliterers spearheaded the trend toward decentralization.
In the early 1900's firms began closing plants located at
terminal markets and opening new facilities in production
areas, especially in Iowa and southern Minnesota. Since
then the trend has gained momentum. Among the factors
responsible were the development of the motor truck and
the construction of all-weather highways. The relocation
also gave packers an opportunity to modernize their
facilities and. in many cases, to reduce labor and utility
costs and taxes. Many producers supported the trend
because they were able to reduce transportation costs and
shrink losses and to avoid terminal market charges by
selling directly to the packing plants. In 1950 only 40
percent of the slaughter hogs moved through terminal
markets, and by 1970 this percentage had dropped to 17
(42).
Accompanying the trend toward decentralization in
hog slaughtering and processing has been a trend toward
lower concentration ofownership. In 1920 the four largest
slauglitering firms accounted for 44 percent of U.S. hog
slaugliter. By 1950 this percentage had dropped to 41, and
by 1970 to 32 (42). There has been a similar but less
pronounced trend for pork processing firms. The entry of
new firms as these industries have become decentralized has
been an important cause of this trend. Also, some of the
once dominant slaugliter-processing firms have used funds
available for expansion to diversify into other industries.
Tliis trend has caused competition tobecome more intense
among firms in the slaughter-processing industry. At the
same time the relationship betH'een slaughter-processors
and retailers has changed. The emergence of large-volume
retailers has enabled the food retailing industry to gain
bargaining strength relative to slaughterers and processors.
These developments have placed firms in the
slaughter-processing industry in a much more competitive
environment. On the other hand, slaughterers have
maintained a strong bargaining position relative to
producers. In 6of the 12 leading hog producing states the
largest four firms slaughter more than 90 percent ot the
hogs produced. In only 2ofthese 12 states, Iowa and Ohio,
do the largest four firms slaugliter less than SO percent ol
the hogs produced.
Horizontal specialization refers to limiting the number
of species slaughtered in a plant. There has been a trend
toward horizontal specialization in slaughtering plants, as
compared to 1950 there are fewer plants that slaughter
cattle, hogs, and sheep, and more that specialize in only one
species. Two factors responsible for this trend are the
location of slaughter plants in production areas specializing
in one species, and tecfinological advances that yield cost
advantages to firms possessing facilities especially designed
for a single species. Most slaughtering plants further process
at least part of their slaughter. Of those firms classed
primarily as meat processors, 65 percent do not slau^ter
any livestock.
The trends toward deconcentration and specialization
have been more pronounced in cattle slaughtering than in
hog slaughtering. There are two important reasons for this.
First, a large proportion ofbeef moves from slaughterers to
retailers in carcass form, while most pork issold in the form
of cuts or processed meat items. Second, since the early
1940's U. S. Department of Agriculture grades for beeC
have been widely used In the wholesale beef market, but
there is no federal grading of pork carcasses or cuts and
practically no use of federal grades in the wholesale pork
market. These differences have made it relatively easier for
modern specialized "kill and chill" beef slaughtering plants
to locate in production areas and to compete in the
wholesale beef market with established firms.
As of March 1. 1970, there were 3,196 plants
slaughtering hogs in the United States. Of these, 371 were
under federal inspection. Federal inspection is required of
all plants that sliip meat in interstate commerce, and 90
percent of the commercial hog slaughter takes place in
federally inspected plants. Most of the federally inspected
plants that slaugliter hogs are located at interior points,
close to production areas, and many of them slaughter only
hogs.
Six Com Belt states, Iowa, Illinois, Minnesota, Ohio,
Indiana, and Pennsylvania, account for more than half of
ihc hog slau^ter in tlie United States. Iowa is by far the
largest slate in both hog production and slaughter,
piuducing about 22 pcrcent and slaughtering more than 25
percent of the U.S. hogsupply. F'igure 1shows the location
and specialization of the 23 federally inspected hog
slaughtering plants located in Iowa in 1972. Fifteen of
ihese plants specialize in hog slauglitering and processing.
Illinois is the second leading state in the production and
slaugluer of hogs, accounting for about 10 and 6 percent,
respectively, of the national totals.
Profits of slaughtering firms display these
characteristics: Average profit rates are low as compared to
other food and nonfood industries, and profit rates vary
considerably both among types of meat packing firms and
over time.
Comparing annual average profit rates on net worth for
firms in meat packing and selected other food industries for
the period l%6-71, one finds that retail food chains' profit
rates were highest (iO.60%), followed by bakeries
(10.52%). dairies (10.48%), and meat packing firms (9.52%)
(40, p. 21). During this period average profit rates were
11.08 percent for all food industries, and 11.35 percent for
all manufacturing industries.
Substantial differences exist in average profit rates
among types of meat packing firms. For the period 1947-64
specialized cattle slau^tering firms, specialized meat
processors, and specialized hog slaughterers had average
profits on net worth of 16.0. 13.1, and 8.4 percent,
respectively. On the other hand, firms with plants
slauglitering both cattle and hogs had an average profit rate
of only 6.9 percent (20, ch. 7). These relative profit rates
help explain the trend toward more specialized operations.
Meal packing firms experience relatively large
variability over lime in their profit rates. During the period
I''66-71, the average year to year change in profit rates was
1.86 percent for meat packing, 1.40 percent for bakeries,
0.58 percent for dairies, and 0.35 percent for retail food
chains. The relatively large variability for slaughtering firms
is due to cyclical and seasonal variations in livestock
sUmgliier and the high proportion of fixed costs in
slauglitering. Modern specialized plants require a high
degiec of mechanization and a liigh capital investment per
animal slaughtered. Tlie advent of the guaranteed work
week has increased the fixed costs associated with labor.
This relatively large proportion of fixed costs (capital
investment and labor) makes the slaughter cost per animal
/leavily dependent on the volume slauglUcred. As volume
declmes. per animal slaughtering costs rise, margins decline
i!»e [o competition among packers for limited livestock
-Nuppiies. and profits fall. Above-average profits usually
correspond with periods of large slauglUer volume.
One other development in the slaughter-processing
industry, packer feeding of livesttKk, has concerned
producers. It would appear that by producing a portion ot
the livestock they slaughter, packers could even out costly
shortages in livestock supplies. There is a considerable
amount of packer feeding of cattle in some parts of the
United States, although no trend is evident. However, there
is practically no packer feeding of hogs and no indication
that it will soon gain in importance. There issome evidence
of a trend toward contractual feeding arrangements
between producers and packers. This will be discussed in
detail in a later section.
MARKETING CHANNELS
AND MARKET OUTLETS
Marketing channels are the paths or routes through
which live hogs pass as they move from the tarm to the
slaughter plant. Amarketing channel may involve the direct
shipment of hogs from the farm to the slaughter plant, or it
may involve the use of one or more marketing facilities
(e.g., stockyards or an auction barn).
Trends in the hog slaughter-processing industry have
been paralleled by trends in hogmarketing channels. As the
slau^iter industry decentralized, auction markets and
several types of "direct" marketing arose. The latter
category includes not only shiptnents of hogs from farms
directly to packing plants, but shipments from farms
through various types of local markets to packing plantsas
well.
The dominant trends in slaughter hog marketing
channels have been growth in direct marketing and decline
in terminal markets (see table 1). Most of the growth m
direct marketing had taken place by 1933. Since then the
trend has continued at a much slower pace. Useof auction
markets has fiuctuated from year to year but has no clear
trend. The pattern of change in other parts of the United
States is similar to the pattern of change in Iowa.
Figure 2 shows seven major marketing channels
presently available to Iowa hog producers, and presents
some data on their relative importance. The direct
marketing category has been subdivided into five channels:
direct shipments to packing plants, packer-operated buying
stations, independent buying stations and dealers,
cooperative buying stations (such as those operated by
Interstate Producers Livestock Association), and collection
points (such as those operated by the National Farmers
Organization). Combinations of channels are also used. For
example, an independent dealer may buy h(^s at an auction
and sell them to a packer.
T
-
F
ig
ur
e
1.
L
oc
at
io
n
of
fe
de
ra
ll
y
in
sp
ec
te
d
ho
g
sl
au
gh
te
ri
ng
pl
an
ts
in
Io
w
a,
19
72
Pi
rM
O
U
T
H
O
SC
EO
LA
O
'B
R
IE
N
CH
ER
O
K
EE
•
D
tC
K
IN
SO
N
BU
EN
A
VI
ST
A
EM
M
ET
Q PA
LO
A
LT
O
PO
CA
H
O
M
TA
S
K
O
SS
U
TH
W
IN
N
EB
A
G
O
H
A
N
C
O
C
K
H
U
M
80
L
D
T
W
R
IG
H
T
CE
RR
O
G
O
RD
O
•
FR
A
N
K
LI
N
M
IT
C
H
EL
L
SU
TL
ER
H
O
W
A
RD
W
IN
N
ES
K
<E
K
A
LL
A
M
A
K
EE
C
H
tC
K
A
SA
W
F
A
Y
E
H
E
C
LA
Y
TO
N
B
S
E
M
E
R
W
EB
ST
ER
•
BL
A
CK
H
A
W
K
BU
CH
A
N
A
N
D
E
A
W
A
R
E
DU
BU
QL
'E
CA
LH
O
U
N
H
A
M
IL
TO
N
M
O
N
O
N
A
CR
A
W
FO
RD
CA
RR
O
LL
G
R
EE
N
E
B
O
O
N
E
H
A
RR
IS
O
N
S
H
E
L
B
Y
A
U
O
U
B
O
N
G
U
TH
R
tE
O
A
U
A
S
PO
nA
W
A
TT
A
M
iE
M
A
D
IS
O
N
W
A
R
R
EN
M
ON
TG
OM
ER
Y
C
LA
R
K
E
FR
EM
O
N
T
TA
Y
LO
R
R
IN
6G
O
L
O
D
EC
A
TU
R
H
A
R
D
tN
G
R
U
N
O
Y
B
EN
TO
N
M
A
R
SH
A
LL
lA
S
P
E
R
PO
W
ES
H
IE
K
JO
H
N
SO
N
M
A
RI
O
N
M
A
H
A
SK
A
K
EO
K
U
K
W
AS
Kt
NG
TO
N\
M
O
N
R
O
E
W
A
Y
N
E
A
PP
A
N
O
O
SE
W
A
PE
LL
O
o
JE
FF
E
R
SO
N
H
EN
R
Y
VA
N
B
U
R
EN
JA
C
K
SO
N
C
U
N
T
O
N
M
U
SC
A
TI
N
E
LO
U
IS
A
O
ES
M
O
W
ES
L
eg
en
d:
•
S
pe
ci
al
iz
ed
ho
g
sl
au
gh
te
ri
ng
pl
an
ts
n
M
ul
tip
le
-s
pe
ci
e
sl
au
gh
te
ri
ng
pl
an
ts
S
ou
rc
e:
T
ll
le
y.
D
.O
pe
ra
ti
on
al
E
ff
ic
ie
nc
y
o
f
D
ec
en
tr
al
iz
ed
H
og
M
ar
ke
ti
ng
in
Io
w
a.
U
np
ub
li
sh
ed
M
.S
.
th
es
is
.I
ow
a
S
ta
te
U
ni
ve
rs
ity
L
ib
ra
ry
,
A
m
es
,
19
73
.
Taf>le 1. Packer Purchases of Slaughter Hogs in Iowa
Marketing Channel
Marketing Channel
Year Direct* Terminals and auctions
1920 32.7 67.3
1933 70.0 30.0
1956 73.1 26.9
1970 73.8 26.2
'Includes all markets other than terminals and auctions.
Sources:
Newberg, R. R. Livestock Marketing in the North Central
Region. I. Where Farmers and Ranchers Buy and Sell, Ohio
Agr. Exp. Sta. Res. Bui. 846 {North Central Regional Res.
Pub. 104). 1959,
Newberg, R. R. Livestock Marketing in the North Central
Region. 11. Channels Through Which Livestock Moves from
Farm to Final Destination, Ohio Agr. Exp. Sta. Res. Bui.
932 (North Central Regional Res. Pub. 141), 1963.
U. S. Bureau of Agricultural Economics. The Direct
Marketing of Hogs, U. S. Dept. Agr. Misc. Pub. 222, 1935.
Daia on the relative importance ofmarketingchannels
lire regularly collected only for terminal markets, auctions,
and the combined direct marketing category. However,
bonie more detailed information is available from studies
undertaken in 1^54 (18) and in 1967 (45). The results of
ihesc studies in table 2 show changes in the relative
importance of various marketing channels in western Iowa
and eastern Nebraska. In this re^on packer-owned buying
stations showed the largest gain in importance during this
time period and were the most important marketing
channel in 1967.
A producer's choice of a marketing channel must be
accompanied by the choice of a specific market outlet.
Terminal cnarket alternatives for Iowa producers include
Sioux Cily, Webster City, Peoria, Omaha, St. Paul, Siou.x
I'alU, St. Joseph, and Uast St. Louis. Locations of auction
markets in Iowa are sliown in fig. 3. Figure 4 shows the
Incalion of hog slaughtering plants and packer operated hog
buying stations, and fig. 5 shows locations of independent
and cooperative livestock buying stations, dealers, and
L'ollcction points. Counting ail types of market outlets, no
county in Iowa has fewer than three outlets and many have
more than 20.
Table 2. Relative Importance of Slaughter Hog Marketing
Channels in Western Iowa and Eastern Nebraska in
1954 and 1967
Type of market 1954
Year
1967
(percent)
Terminals 49.2 31.5
Auctions 10.8 11.3
Packing plants 11.3 n.9
Packer operated buying stations 23.8 35.5
Independent buying stations and
dealers, cooperative buying
stations, and collection points 4.9 9.8
Sources:
Maki, W. R. and N. V. Strand. Iowa Livestock Producers'
Choice of Markets. Iowa Agr. and Home Econ. Exp. Sta.
Res. Bui. 492, 1961.
Ward, R. Livestock Producers and Their Marketing Patterns
Within the Sioux City Market Area. Unpublished M.S.
thesis, Iowa State University Library. Ames, 1967.
The relative importance of a market channel or a
market outlet depends on the willingness of produceis to
patronize that channel or outlet. The cost of marketing is
one of the factors producers consider in selecting channels
and outlets. Producers' efforts to choose low-cost market
outlets, i.e., to reduce transportation costs, shrink losses,
and eliminate terminal market charges, have been a major
force behind the trend toward direct marketing. A ninnber
of other characteristics of the market oullel and of the
producer also affect this choice. A study in western Iowa
and eastern Nebraska (45) found that younger and larger
producers tend to bypass terminals and auctions in favor of
direct market outlets. A study of Com Belt hog producers
(23) indicated that the prices received, quality premiums,
convenience, the length of time before payment, and the
marketing methods available are among the market
characteristics producers consider in choosing market
outlets.
MARKETING METHODS
Many hog market outlets offer producers an
opportunity to choose a marketing method. The choice
may be between a "carcass" method and one or more "live
Figure 2. Iowa slaughter hogmarketing channels, 1970
P roducer
Packer Buying Stations
Independent Buying Stations
and Dealers
Cooperative Buying Stations
(Interstate Producers)
Collection Points
(National Farmers Organ.)
Aucti ons
Terminal Markets
73.8%*
8.3%*
^ 17.9%* J
Source; U.S. Packers and Stockyards. Administration: Packers and Stockyards Resume, vol. IX, No. 13, November 29,
1971.
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weiglit" mctliocls. or between two or more live weight
methods. With the carcass method the price is negotiated
und paid on the basis of the weight and quality or grade of
each carcass. With live weight methods the price is
licgutialcd and paid on the basis of the weight of the live
hc»g. The live weight method may involve no grading, but In
many cases, hogs are sorted into subgroups acct»rding to
weiglil or grade, or both, and a price is negotiated for each
subgroup. Whether the carcass or live weight method is
used, the grading system affects the amount the producer
receives for his hogs. Even though it isnot the only grading
system used, the USDA grading system does illustrate the
factors considered and procedures used in assigning grades.
U. S.Department of Agriculture Grades
The relation of value per hundred pounds (cwt.) of
carcass to carcass weight and backfat thickness is the
foundation of the existing U. S. Department of Agriculture
grades for pork carcasses, slaughter swine and feeder pigs.
The U. S. Department of Agriculture first issued grade
standards for slaughter hogs in 1918 and grade standards
for carcasses in 1931. Both sets of grade standards have
been revised, most recently in 1968.
"Standards for grades of pork carcasses...are based on
the attributes of the product that determine its value and
utility. For pork, that means the quality of the lean meat
and the yield ofthe four lean cuts-hajns, loins, picnics, and
Boston Butts.
"With respect to the quality of the lean, the pork
standards provide two groupings-acceptable and
unacceptable. Pork carcasses with unacceptable lean quality
are graded U. S. Utility. Pork carcasses that have acceptable
quality of lean are further grouped-by yield of lean
cuts U. S. No. 1,2,3.or 4.The factors affecting the yields
of cuts—and, therefore defined in the standards as the basis
for the numerical grades—are the fatness ofthe carcass and
its muscling.
"A U. S, No. I pork carcass is expected to yield more
than 53 percent of its weight in the four major lean cuts.
Obviously, tliis is amore valuable carcass than the U. S. No.
2 which will yield between 50 and 53 percent, a No. 3
which will yield 47 to 50 percent, or a No. 4 which will
yield less than 47 percent." (38, p. 3)
"...grades for slaugliter hogs are correlated directly
with the grades for pork carcasses. Similarly, the grades for
feeder pigs also are directly correlated with the grades for
slaughter hogs. Thus, a U. S. No. I feeder pig, for example,
can develop into a U. S. No. I slaugliter hog, which in turn
should produce aU. S. No. 1carcass. (39, p. 4)
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For carcasses possessing a normal distribution of tat
and a normal development of muscling for their tatness.
average thickness of backtat and carcass length or weight
are used in setting carcass grade standards. Figure 6
illustrates these standards for carcasses between 27 and 36
inches long weighing 120 to 255 pounds. If length and
backfat indicate a different grade than weight and backfat,
grade is determined by using length.
Figure 6 shows that a 165-pound carcass of typical
muscling and fat distribution is graded U. S. No. 1 if
average backfat thickness is 1.4 inches orless; as U. S. No. 2
if average backfat thickness is between 1.4 and 1.7 inches;
as U. S. No. 3 if average backfat thickness is between 1.7
and 2.0 inches; and as U. S. No. 4 if average backfat
thickness exceeds 2.0 inches. A typical 205-pound carcass,
however, can have as much as 1.5 inches average backfat
thickness and be LI. S. No. 1.
A 1957 study (7) found that a carcass from a No. I
hog was worth 80 cents more per cwt. than acarcass from a
No. 2 hog, and that a carcass from aNo. 2 hog was worth
80 cents more per cwt. than a carcass from a No. 3 hog.
During July 1969 the value difference between adjacent
grades of 150-pound carcasses averaged about $1.25 (38).
Thus we see that hogs with less backfat grade higher
than hogs of the same wei^it but with more backfat, and
that heavier hogs grade higlier than lighter hogs with as
much or more backfat. Higher grading hogs have a higher
value per hundredweiglit ofcarcass to packers.
LiveWeight Methods
The three major live weight marketing methods used in
Iowa miglit be termed the "live average" method, the "live
sort" method and the "adjusted live average" method.
The live average method requires no sorting or grading
of individual hogs. The buyer may estimate the number of
hogs in specific weight and grade categories, but the only
information relayed to the seller is the average price per
hundredweight bid for the entire lot. This price is tlien
multiplied by the total live weight of the lot to arrive at the
amount to be paid to the seller.
In the live sort method the buyer sorts thehogs in the
lot into groups according to weight, or grade, or both. A
price per hundredweight is then negotiated for each group.
The buyer may use USDA live hog grades or his own
grading system. A common practice is to augment the
USDA grading system by dividing the No. I grade into
several grades, and adding grades below the No. 4 grade.
Some buyers use different names. For example, the buyer
will not speak of No. 1 or No. 2 hogs but of54's or 52's.
These latter numbers are the percentages of the four primal
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Figure 6. Relationship between average thickness of backfat, carcass length or weight, arxj grade for carcasses with
muscling typical of their degree of fatness.
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cuts. ham. loin, Boston butt, and picnic, yielded by the
carcass.
The adjusted live average method is probably themost
popular live weight marketing method in Iowa. It is similar
to the live average method except that hogs ot
exceptionally higli or low quality are sorted out and priced
separately, either individually or in groups. Other hogs in
the lot are not sorted or graded, and a single price per
hundredweight is negotiated for them.
Carcass Grade and Weight Marketing
Carcass marketing of hogs is nearly always referred to
as "grade and yield" marketing. However, since the two
factors used to establish the value of hogs marketed on a
carcass basis are carcass grade and carcass weight, a more
appropriate label is "carcass grade and weight" marketing.
Carcass grade and weight marketing of hogs was
introduced in the early 1950's by Hormel Packing
Company inMinnesota. During the 1950's and 1960's other
packing firms followed this lead, so that today most major
liog slauglitering firms offer carcass grade aiid weight
marketing programs.
The percentage of slaugliter hogs marketed on acarcass
grade and weight basis has grown slowly as shown in tables
3 and 4. This marketing method is more popular in Iowa
than in other parts of the nation.
The main difference between live weight and carcass
grade and weight methods of marketing is that the latter
involves evaluation of hogcarcasses rather than live hogs. In
all carcass grade and wciglit marketing programs each
individual carcass is weighed, graded, and priced, and this
information is reported to the producer.
Table 3. Hogs Purchased by Packers on a Carcass Grade
Number of Number of Percent of total
Year firms head (000) hogs purchased
1964 324 1,862 2.1
1965 339 1,942 2.6
1966 353 2,166 3.1
1967 355 2,496 3.2
1968 395 3.063 3.8
1969 383 3,467 4.3
1970 358 3,884 4.8
1971 333 4,451 4.9
Packers and Stockyards Resume, Vol. Ill, No. 13 through
Vol. X, No. 13. 1965 through 1972.
14
Table 4. Iowa Packer Purchases of Hogs on a Carcass Grade
Number of head
Year (000) Percent of total purchases
1968 1,174 5.9
1969 1,459 7.0
1970 1,743 8.0
Source: U. S. Packers and Stockyards Administration.
Packers and Stockyards Resume. Vol. Ill, No. 13 through
Vol. X, No. 13, 1965 through 1972.
Each hogcarcass isweiglied as it passes from the killing
floor to the chill room or cooler. In most hog slaughtering
plants the carcasses are graded at lite same time they are
weighed. The grading is always done by packer employees.
There is no federal hog carcass grading service, so U. S.
Department of Agriculture employees are not involved in
the grading. Most packers use their own grading systems
rather than the federal system. These packer grading
systems often utilize the same carcass characteristics that
are used in the federal system to assign grades, but they
usually have more grades.
The pricing procedure involves the following steps.
Each day the packer establishes a "base" carcass price for
his base carcass grade and weight category, a set of
premiums and discounts for grade, and a set of discounts
for weight. From the base price quoted by a packer, a
producer may receive a premium or discount for grade. He
will receive no premium for weight, but may receive a
discount for weight.
Using this base price and set of premiums and
discounts, the packer prices each carcass individually. After
a carcass is weiglied and graded, the appropriate grade and
weight premiums and discounts are used to adjust the base
carcass price. This adjusted price is multiplied by the
carcass weight to arrive at the amount paid the producer for
the individual hog. This procedure is repeated for each hog
in the lot, and the total paid the producer is the sum of the
amounts paid for each hog.
Finally, the producer receives a report summarizing the
carcass grade and weight sale. A sample hypothetical report
is presented in table 5. This report sliows that on Jan. 15,
1973, Joe Doe sold 38 hogs to Jones Packing Companyon
a carcass grade and weight basis.
The lower right-hand side of table 5 shows that Jones
Packing uses five different grades. Because the grade
differential is0 for grade 3 hogs (see column headed 01FF).
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we know Ihe base carcass grade is 3. The right-hand side of
lable 5 shows BASE MARKET of S35.10. This is the price
per hundredweiglH carcass for abase grade hog, i.e., agrade
3 liog before any grade premiums or discounts or weight
discounts are applied. The left-hand side shows the
CARCASS MEAT PRICE for 142-157 pound carcasses to
be $35.10: the base price. Hence we can see that the base
grade and base weights are grade 3, 142-157 pound
carcasses. Other entries under CARCASS MEAT PRICE
differ from $35.10. Each entry's difference from $35.10
represents a weight discount. Thus the weight discount is
$4 per hundredwei^t carcass for carcasses of less than 125
pounds: $4 =$35.10 - $31.10. The entries under
CARCASS MEAT PRICE are prices paid for carcasses of
various weights.
The entries under SORT-ACT on the left-hand side of
table 5 show the number ofhogs in each wei^t range. The
left-hand side of table 5 shows the total carcass weights of
the hogs in each weight range under HOT CARCASS
WEIGHT. The total carcass wei^t of all hogs sold was
5.898 pounds. The total value of these hogs excluding grade
premiums and discounts was $2,051.17.
was determined by multiplying each CARCASS MbAl
PRICE by HOT CARCASS WEIGHT and adding the results.
After obtaining values excluding grade premiums,
carcass values are adjusted for grade. The entries under the
columns headed 1. 2, 3, 4, and 5on the left-hand side of
lable Sshow the number ofhogs in each grade and weight
class. The column headed DIFF in the lower ri^t-hand side
of table 5 .shows grade premiums being paid by Jones
Packing Company on Jan. 15, 1973. Multiplying the
premium or discount by the carcass weight m
hundredweiglit yields the value of the grade premium
shown under AMOUNT. The sum of the figures listed under
amount is the GRADE: GAIN OR DISCOUNT, which in
this case is $22.76. Dividing $22.76 by total live weight
shows the grade gain to be $0.29 per hundredweight of live
weight. Total payment to Joe Doe for his hop is
$2,073.93. the sum of value excluding grade premiums
($2051.17) and grade gain ($22.76). See the lower
right-hand corner of table 5.
Although no live weight price is used in determining
payment to the farmer when hogs are sold on carcass grade
and weigln. the lower right-hand corner of table 5converts
carcass value to average live weight price; dividmg total
value of $2,073.93 by total live weight of 8,000 pounds
yields an average live weight price of $25.92.
In this example a No. 3 hog is the base hog. But the
report does not show the packer's specifications for aNo. 3
hog, nor for any other grade ofhog.
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Some packers report the base market price differently
than is shown in table 5. Instead of a base carcass weight
price (under BASE MARKET in table 5), abase live weight
price and a "standard yield" are shown in the report. For
example, the Smith Packing Company may offer abase live
weight price of $24.85 per cwt. with a standard yield of
71.2 percent. To compare the Smith and Jones offers, one
must convert the Smith offer to acarcass weight price. This
is done by dividing the base live weight price by the
standard yield: $24.85 "^0.712 =$34.90, Thus, the Smith
Packing Company is offering a base carcass weight price of
$34.90 per cwt. as compared to the Jones offer of $35.10
per cwt.
Even though carcass grade and weight programs difler
considerably, all packers are expected to follow certain
regulations issued in April 1966, by the Packers and
Stockyards Administration (43). These require that the
packer make known to the seller, prior to purchase: (a) the
expected date and place of slaughter, (b) the carcass price,
(c) condemnation terms, (d) carcass trimming thai is done
prior to grading and weighing, (e) the specifications used in
grading, and (0 any other special conditions. The packer
must also maintain the identity of the seller's livestock,
grade carcasses before the close of the second day foUowmg
slau^ter, make settlement on the basis of hot carcass
weights, and provide a true written account of the weight,
grade, and price of each carcass. Producers are encouraged
to report violations of these guidelines to Packers and
Stockyards authorities.
In principle, then, a producer can compare the grade
and weight offers of various packers. He can obtain from
various packers the information (a) through (e) described in
the previous paragraph and use this to compare prices lor
carcasses of known characteristics. To use this informauon
to compare prices that packers will pay for his next lot of
hogs is more difficult. To accomplish this he must
accurately estimate the carcass grade and weight that each
packer will assign his hogs, and then use (a) through (0 to
determine prices.
Two advantages of the carcass grade and weiglit
method are: (a) the producer does not need to "fill" (i.e.,
feed and water) his hogs immediately before sale because
the amount he receives is based on the carcass weight, not
the live weight, and (b) the producer is provided
information about the quality of each hog which he may be
able to use to improve the quality of his herd. Still, the
choice between marketing methods remains adifficult one,
partly because of the difficulty in comparing price offers.
However, some help in this choice is provided by the
studies summarized in the following section.
PRICE DIFFERENCES BETWEEN MARKET
OUTLETS, METHODS OF MARKETING, AND
INDIVIDUAL LOTS OF HOGS
Another report in this series.Conditions and Trends in
Hog-Pork (Production and Marketing: Consumption and
Marketing Mar^ns (15), points out that major forces
affecting farm prices of hogs are the number and weight of
siaugliter hogs marketed; the number and weight of
slaughter cattle marketed; consumer income; prices of
inputs used in slaughtering, processing, and marketing;and
the trend toward higher labor productivity in slauglitering,
processing, and marketing. This section discusses some of
the other forces that affect the price an individual producer
receives for a specific lot of hogs.
In studies undertaken at Iowa State University in the
early 1960's (22), (33), slau^ter hogs produced on
University farms were shipped to several markets, and
"market-weight" prices were compared. The market-weight
price is the price per hundred pounds of live weight
received by the producer after all marketing costs,
commission fee, yardage charge, etc., except transportation
charges, have been subtracted.
One of these studies compared market-weight prices
received at two terminal markets, two interior Iowa packing
plants that purchased the hogs on a carcass grade and
weight basis, and two packing plants that purchased the
hogs on a live weight basis.
The average market-weight prices received at these
outlets are shown in table 6. It was found that (1) average
prices received at the two terminal markets were not
significantly different, (2) average prices received at the two
carcass grade and weight outlets did not differ significantly,
(3) prices received at the two live weight outlets were
significantly different, and (4) the grade and weight outlets
returned the higliest average market-weight price, followed
by one of the live weight outlets, the terminal markets, and
the other live weight outlet.
Table 6. Average Market-weight Hog Prices at Various
Markets, 1963-64
Markets Market-weight price/cwt.
Terminals $15.01
Grade and weight markets 15.55
Live sort market (1) 14.35
Live sort market (2) 15.13
Source: Skadberg, J. M. "Hog Price Differentials Between
Selected Iowa Markets." Unpublished Ph.D. thesis, Iowa
State University Library, Ames, 1965.
(Data collected from August 1963 through March 1964)
A second study at Iowa State University compared
prices received at four carcass grade and weight outlets.
Again there were no significant differences in the average
market-weight prices received. Apparently, even though the
carcass grade and weight programs offered by different
packers vary considerably, and are difficult to compare, the
prices paid by these packers on a given day for hogs of
similarquality are comparable.
The hogs marketed in these studies were above average
in quality, and it may be that grade and weight marketing
returns higher prices only for hi^-quality hogs. This
possibility was examined in a study in which hogs were
divided into high- and low-quality groups, and lots from
each group were shipped to a terminal market, and to a
packing plant that purchased llie hogs on a carcass grade
and weight basis. The average market-weight prices received
are shown in table 7. Average market-weight prices received
for the lower quality hogs were nearly the same in the two
markets. However, an average premium of 56 cents per
hundredweight was received for higli-quality hogs at the
grade and weight market, but no premium was received for
high-quality hogs at the terminal market.
Table 7. Market-v^lght Prwes Received for Low- and
High-Quality Hogs, 1965
Terminal
High-quality hogs
Low-quality hogs
Grade and Weight
High-quality hogs
Low-quality hogs
Market-weight price/cwt.
$16.72
16.72
17.30
16.74
Source: Mikes, Richard J., "Prices and Other Differences
Between Selected Markets for Iowa Hogs." Unpublished
M.S. thesis, Iowa State University Library, Ames, 1965.
(Data collected March 1965)
A study made in Minnesota (9) compared the pricing
accuracy of live weight and carcass grade and weight
marketing methods. Pricing is more accurate the more
nearly pricespaid for hogs reflect the actual wholesale value
of the pork and pork products obtained from the hogs. In
this study a group of slaughter hogs were priced using both
methods. Then, the carcasses were broken into wholesale
cuts, and wholesale prices were used to compute values of
the carcasses and of the live animals. These values were then
compared with the prices paid under the two marketing
methods. This study concluded that (a) carcass grade and
weight pricing is not completely accurate, but is
considerably more accurate than live weight pricing and (b)
in live weight marketing lower valued hogs are usually
overpriced and higher valued hogs are usually underpriced.
17
This study and ihe last one of the three Iowa State studies
cited suggest, then, thai producers may be able to improve
returns by marketing higher quality hogs on a carcass grade
and weigh! basis and I(jwer quality hogs on a live basis.
One other characteristic of alternative market outlets
and marketing methods that has been studied is price
responsiveness. If an outlet demonstrates price
responsiveness, prices offered at that outlet adjust quickly
to changes in general levels of hogprices. Other things being
equal, it would be to the producer's advantage to market at
a more responsive outlet duringperiods of rising prices, and
at a less responsive outlet duringperiods of declining prices.
In a study at Iowa Slate University (34) it was lound that
prices were less responsive at terminal markets than at
packing plants buying on either a live weight or a carcass
grade and weight basis.
Several other factors have been found to affect the
price a farmer receives for an individual lotofhogs. Effects
of some of these factors are summarized in a study made in
Illinois in 1959-60 (3). These results are similar to those
obtained in other years and locations. The study found that
200- to 220-pound hogs bring higher priccs than 180- to
200-pound hogs, which in turn bring higlier prices than
220- to 240-pound hogs, which In turn bring higher prices
than 240- to 270-pound hogs.
The study found that the size and uniformity of the
farmer's lot of hogsinfluences the average price he receives.
A larger lot brings a higher average price, and uniform lots
bring hi^er prices than do lots of mixed weights and
grades.
The study also found that live weight prices received at
direct market outlets for similar lots of hogs vary
considerably. In June 1960, prices paid for 200- to
210-pound hogs by direct packer buying stations owned by
the same packer and located within 40 miles ofeach other,
varied by as much as 76 cents per cwt.
There is day-to-day variation in prices. The evidence as
to whether the variation is regular, systematic, and
predictable-and hence usable by a farmer in making
marketing decisions—is mixed. The finding that iscommon
to many studies of day-to-day price variations is that, if
systematic day-to-day variations exist, Monday is the
highest price day.
In summary, then, for a specified average level of hog
prices, the price received by an individual farmer for his
hogs depends upon a number of factors; grade, weigltt,
method of pricing (live weight orcarcass grade and weight),
market outlet, size of lot, uniformity of lot and possibly
day of week. Hog pricesalso vary seasonally.
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SEASONALITY
One of the causes of month-to-month or seasonal
variation in prices is seasonal variation in consumer
preferences, which leads to seasonal variation in consumer
demand. Farm production methods are another cause of
seasonal variation. Systems of two to four litters per year
fit well, and profitably, into diversified farming enterprises.
Operation of such systems generates seasonal variation in
farm slau^ter hog marketings. Between them, seasonal
variations in hog marketings and seasonal variations in
consumers' demand generate seasonal changes in pork
consumption, in pork and hog prices, and in marketing
margins. The upper right-hand corner of figure 7 shows
monthly variation in retail pork prices. The lower
ri^t-hand corner shows seasonal variation in net farm
value. Net farm value is the farm value of the amount of
live hog required to produce 100 pounds of pork cuts at
retail. Seasonal variation in net farm value is nearly
identical with seasonal variation in farm price.
In each graph in fig. 7, JOO percent represents the level
of production or price or price spread in the average month
of the year. Each graph contains three lines. The solid line
shows average seasonal variation in 1949-59; the dotted
line, 1960-64; the broken line, 1965-68. The solid line in
the upper left-hand corner shows that during 1949-59 pork
production in January was 20 percent higher than average
monthly pork production; in July pork production was
nearly 20 percent below average monthly porkproduction.
The upper left-hand graph shows that April to September is
typically a period of low production and October toMarch
is typically a period of higlt production. The lower
right-hand corner shows thatJune to September is typically
a period of liigh net farm value (and hence of high farm
prices) and November to April a period of low net farm
value (and hence of low farmprices).
The three lines in each graph in fig. 7 show typical
patterns of seasonal variation. Seasonal patterns do vary
from year to year, as shown in table 8. For each
consecutive 2-month period the first four columns in the
body of table 8 show the number of limes price rose
between the first and the second month, the average
increase, the number of times price fell, and the average
decrease. The second four columns show the same four
pieces of information for periods when commercial hog
slau^ter was trending upward. The last four show the
information during periods of downtrends in commercial
slaughter. In reading this lable we need to be careful to
distinguish seasonal patterns and trends. A seasonal rise, or
a seasonal decline, lasts but a few months. For example,
referring to the broken line tn the upper left-hand corner of
fig. 7: Pork production rises seasonally from July to
October (3 months) and falls seasonally from March to July
(4 months). By contrast, a trend lasts between 15 months
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and 36 months, on occasion even more. Seasonal variation
compares one month with the preceding month in the same
year; trend compares one month with the same month in
ihe preceding yeaj.
The first row of table 8, for example, shows that in 7
of the 11 years 1960 through 1970, prices rose between
January and February; the average increase in these 7 years
was 65 cents per hundredweight. In 4 of the 11 years, price
Icll between January and February; the average decrease
was 35 cents per hundredweight.
During the entire 11-year period the number of price
increases substantially exceeded the number of price
decreases in April-May, May-June, June-July,
November-December, and December-January. For these
months the average increase exceeded the average decrease.
The number of price decreases substantially exceeded the
number of price increases In February-March, March-April,
August-September, and September-October. For these
months the average decrease exceeded the average increase.
Between September and October price fell more often
and by larger amounts than it rose during the entire 11-year
period. Between these two months, however, the number
and size of price increases equaled the number and size of
price decreases during periods of downward trends in
commercial slaughter. But price declined between
September and October every time when slaugliter was
trending upward. Between October and November the
number and size of price decreases exceeded the number
and size of price increases when slaughter was trending
upward; but the number of increases exceeded the number
of decreases when slaughter was trending downward.
Feeder pig prices also vary seasonally. Feeder pig prices
arc relatively higli during the first half of the year and low
during the second half. The difference between the seasonal
patterns for feeder pig prices and slaugliter hog prices
reflects, among other things, the months required for a pig
10grow from 40 pounds to slaughter hog weight.
One of the tools available to producers who wish to
reduce the risk associated with seasonal and longer term
price changes is the futures market.
THE LIVE HOG FUTURES MARKET
A iLiiures nurket for hvo hogs was established in
I-'ehniary 1966, by the Chicagt) Mercantile Exchange. The
introduction of this market foiiowed the introduction of a
live cattle futures market a year earlier, The introduction of
live hog futures trading made it possible for hogproducers
lo use the futures market lo reduce price risk and to
forward price their hogs.
The trading volume grew slowly during the first few
years of trading but recently has increased dramatically.
Contracts are now available for seven delivery months. Hach
of these has shown an increase in activity since 1966. The
present volume of trading in live hog futures issufficient to
provide the liquidity necessary for hedging.
The live hog futures market has one standardized
contract for all delivery months. The basic 197.1 contract
specifications for the Mercantile Exchange's Live Ilog
Futures contract call for delivery of 30,000 pounds of
barrows and gilts which must fall within the 200-230 pound
weiglit group and grade USDA No. 3 or better. A limited
number of USDA No. 4 hogs and hogs whose weight varies
within 10 pounds from the above weight group are allowed
but at a specified discount.
The contract can be delivered at designated central
public markets in the following cities: Peoria, 111.; Omaha,
Neb.; Sioux City, Iowa; St. Louis, Mo.;St. Paul, Minn, and
Kansas City, Mo. If the trader chooses lo deliver, delivery
must be made during the last seven business days of the
contract month.
In 1973 contracts were available for the following
months: February, April, June, July, August, October and
December. Traders must pay a brokerage fee and make a
margin deposit for every contract traded.
Margin deposits vary as hog prices change but usually
amount to about 5 percent of the total value of the
contract.
A producer places a hedge by selling one or more
futures contracts for the month in which he plans to
market his hogs. One contract is sufficient lo hedge 1.30 lo
150 hogs. He may place a hedge at any one of a number of
times: when he buys feeder pigs, farrows pigs, weans pigs,
or any time during the feeding process. The producer
should Uft or remove his hedge at the same time he markets
his hogs. He has two options in lifting his hedge: (1) Me can
market his hogs by delivering them in accordance with
contract specifications, or (2) he can buy a futures contract
for the same delivery month as the contract he sold, and
sell his hogs on a cash market.
Before placing a hedge, the producer should estimate
and compare the net prices he will receive with and witliout
a hedge. Hedging will be an attractive alternative if it offers
a higher expected price than not hedging. Bui a producer
may elect to hedge even if the expected price with a hedge
is lower, because hedging offers "protection" against
unexpected price changes.
To estimate prices he will receive with and without
hedging, the producer should work through the steps
21
outlined in the worksheet In labtc Section I outlines the
procedure used to arrive at the price the producer should
expeci if he hedges, or the net target price. These steps
convert the futures price, which is a Peoria price, to an
equivalent local price. The first step is to subtract from the
futures price the smaller of two amounts. One of these
amounts, item 2, is an estimate of the additional cost the
producer would incur if he delh^ered his hogs to Peoria
rather than to a local market. The other amount, item 3, is
the expected basis; the expected difference between the
futures and local cash prices at the time the hogs will be
marketed. In the example the smaller of these amounts, or
the effective basis, is $0.75 per cwt., giving a gross target
price of $34.10 per cwt. The net target price isobtained by
subtracting the brokerage and interest costs and a quality
adjustment from the gross target price. A quality
adjustment will be subtracted only if the hogs being
produced are not expected to meet the quality standards
specified in the futures contract. Finally, in section II the
producer diould use outlook information to forecast the
local price for hogs at the time he plans to market.
In the example in table 9, the price expected with a
hedge is slightly less than with no hedge. Even so, the
producer may decide to hedge because of the price
protection it affords. Examples 1 and 2 in table 10
illustrate how a hedge may return the producer the net
target price for his hogs regardless of price changes during
the period of the hedge. In both examples the estimatednet
target price of $33.90 per cwt. was obtained because the
actual basis at the time the hogs are marketed is equal to
the estimated effective basis ($32.85 - $32.10 = $0.75, and
$35.85 - $35.10= $0.75),
In actual hedging situations the basis usually cannot be
precisely predicted. Example 3 in table 10 is a case in point.
The basis at the time the hogs are marketed is $0.15 per
cwt. greater than the expected basis
($35.85 - $34.95 =$0.90), and tlie net price received is
$0.J5 per cwt. less than the net target price. If the basis had
been less than the estimated $0.75 per cwt. the net price
received would have been higher than the net target price.
In example 4 in table 10 the actual basis at marketing
time is $1.50 per cwt. This is not only greater than the
estimated effective basis, but it is alsogreater than the total
additional costs incurred in deliveringon the contract (item
2. table 10). Therefore, the producer can obtain a higher
net price by delivering on the contract than by offsetting
his futures position and selling locally. The net price
obtained through delivery. $33.65 per cwt., is the minimum
price the producer sliould receive If he hedges: If the actual
basis at marketing time is greater than delivery costs, he can
receive this price by delivering hogs on the contract
(example 4); if the actual basis is less than delivery costs, he
->•>
can obtain a higher ncl price by offsctllng his fulures
position and selling locally (examples 1 to 3).
Price risk can be reduced through hedging so long as
the error in predicting the basis is less than the error in
predicting actual cash prices. The more stable and
predictable the basis, the more effective is hedging in
reducing price risk. The basis for the interior Iowa hog
market is nearly always positive, meaning that the futures
price is nearly always above the interior Iowa cash price,
but it is quite variable. The average interior Iowa basis for
the end of each of the last 3 weeks of each contract
maturing during the period February 1971 to October 1972
was $1.54 per cwt. The range in the basis for these 39
weeks was from $0.57 per cwt. to $2.50 per cwt.-nearly
$2 per cwt.
Bccause the basis represents the difference between the
cash market price and a futures contract price, one would
expect the basis for each contract month to be different.
Also, the basis can vary from locality to locality and from
one period to another. A change in basis can result from a
change in cash price and (or) a change in futures price.
Basis and basis patterns are much less useful in
livestock hedging than they are in grain hedging. A large
portion of the basis in most commodities is made up of
storage costs. But since livestock are not stored and are
produced year around, the basis does not exhibit any
consistent seasonal pattern.
From the viewpoint of a producer wishing to lessen his
price risk through hedging, this extreme variability in the
basis must be regarded as a major limitation of the live hog
futures market. The net price received through hedging may
vary considerably and unpredictably from the target price
estimated at the time the hedge is placed.
Another major limitation from the viewpoint of the
producer concerns the specifications for delivery. Delivery
requirements call for 30,000 pounds of live hogs, or from
130 to 150 hogs. And these hogs must fall in the 200- to
230-pound weight range. Most producers, even though they
produce more than 130 hogs per year, do not have 130
hogs in this weight group to market on any one day.
Therefore, delivery is feasible only for extremely large hog
producers.
The live hog fulures market can be used by producers
to reduce price risk, but a hedging program should be
undertaken only if the producer clearly understands futures
trading and the limitations of the live hog futures contract.
The reader interested in learning more about hedging
livestock is referred to Skadberg and Brandsberg (34).
Table 9. Live hog futures workdieet and example
Date April 17. 1973 Month hogs are to be marketed July. 1973
I. Estimating price with a hedge
(1) Current futures price^ for July $34^8^per cwt.
(month)
Estimating the effective basis
Delivery costs
Transportation cost differential'^ $0.40 per cwt.
Shrinkcost differential'^ 0^2Q per cwt.
Marketing cost differential'' 0.40 per cwi.
(2) Total $1.00 percwt.
Historical basis
(3) Expected basis at marketing date $0.75 per cvirt.
Gross target price
(4) Effective basis (smaller of Items 2&31 $ 0.75 per cwt.
(5) Gross target price (item 1minus item 4) 34.10 per cwt.
Hedging costs and quality adjustment
Brokerage fee $0.10 percwt.
Interest on margin 0.10 per cwt.
Quality adjustment 0 per cwt.
(6) Total $_0^percwt.
Net target price with hedge (item 5minus item 6)^ $33.90 per cwt.
II. Estimating price with no hedge
Local market price forecast for month hogs are to be marketed^ $34.00 per cwt.
®For delivery to Peoria use quoted price; use quoted price minus 25 cente for delivery toSioux City, Om^a, St. Louis, or St.
Paul;use quoted price minus 50 cents for delivery to KansasCity.
'^ Cost ofmarketing at delivery point used in selecting current futures price minus cost ofmarketing locally.
'^Subtract cost of marketing locally to obtain net price at the farm.
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Table 10. Hedging Examples
Example 1. Hedging with price decline; actual basis equals estimated effective basis.
Date
April 17
July 2
Futures market transactions
Sell futures contract
(place hedge) $34.85
Buy futures contract
{lift hedge) 32.85
Futures profit $ 2.00
Cash price
Futures profit
Hedging cost
Net price®
Hedging results
$32.10
2.00
$34.10
-.20
$33.90
Cash market transactions
Sell hogs on local market $32.10
Example 2. Hedging with price increase: actual basis equals estimated effective basis.
Date
April 17
July 2
Futures market transactions
Sell futures contract
(place hedge) $34.85
Buy futures contract
(lift hedge) 35.85
Futures loss —1.00
Cash price
Futures loss
Hedging cost
Net price®
Hedging results
^btract local marketing costs to obtain net price at the farm.
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$35.10
-1.00
$34.10
-.20
$33.90
Cash market transactions
Sell hogs on local market $35.10
Table 10. Hedging Examples (Continued)
Example 3. Hedging with price increase; actual basis greater than estimated effective basis.
Date
April 17
July 2
Futures market transactions
Sell futures contract
(place hedge) $34.85
Buy futures contract
(lift hedge) 35.85
Futures loss —1.00
Cash price
Futures loss
Hedging cost
Net price^
Hedging results
S34.95
-1.00
$33.95
-.20
$33.75
Example 4. Hedging with price increase: actual basis greater than delivery costs.
Date
April 17
July 2
Futures market transactions
Sell futures contract
{place hedge) $34.85
Futures contract price 36.50
Deliver hogs on contract
Delivered price
Delivery costs
Hedging cost
Net price®
Hedging results
^Subtract local marketing costs to obtain net priceat the farm.
$34.85
-1.00
$33.85
-.20
$33.65
Cash market transactions
Sell hogs on local market $34.95
Cash market transactions
Local market price $35.00
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REDUCING COSTS OF HOG MARKETING
In a previous section entitled Organization of the Iowa
Slaughter-Processing Industry, it was pointed out that rates
of profit for meat packing firms are relatively low
compared to rales of profit for other food marketing firms
and for nonfood firms. Since 1966 meat packers' profits as
a percentage of sales have ranged between 0.8 and 1.4
percent. This size and persistence suggests that the main
effects of reductions in costs of marketing hogs and pork
are not to increase profits but are to increase prices to
producers or reduce prices to consumers. Both effects are
beneficial to producers, the latter because it stimulates pork
consumption.
A great deal of research has been devoted to reduction
of marketing costs, Two studies examined the costs of hog
marketing in Illinois (4) and Michigan (29) and ways to
reduce these costs. These studies will be summarized here.
Efficiency of Country Hog Maricets
The decline in the importance of terminal markets has
been accompanied by a proliferation of country hog
markets (packer, cooperative, and independent buying
stations). Two economists at (he University of Illinois
studied costs of operating country hog markets, factors
affecting their costs of operation, and what changes could
be made to reduce these costs (4). Cost data were obtained
from 18 packer buying stations and 30 cooperative and
independent buying stations (order buying points). These
markets were divided into four size groups. For cach size
group several cost items were computed to determine the
effect of volume on costs. Finally, an attempt was made to
determine what other factors (besides size) affect costs.
Note that the cost information obtained excludes
transportation, shrinkage, and some overhead costs.
The authors concluded: (a) Costs per hog declined as
volume handled increased. Costs ranged from 81 cents per
hog for the smallest markets to 43 cents per hog for the
largest, (b) Factors having the most infiuence on costs per
hog handled were volume handled, the rate of use of
facilities (the more fully utilized, the lower the costs), and
investment per hog handled (the higher the investment the
higlicr the costs), (c) More than two-thirds of the country
markets could be eliminated. Only 15 markets equal in size
to the largest market in the sample were needed to handle
all the hogs handled by the 48 markets. And. if there were
only 15 markets, total costs of operating country markets
would be reduced, (d) Many markets are operated
inefficiently (have liigh costs) as compared to other markets
in the same size category, (e) Even when overhead costs are
excluded, typical commission fees do not cover operating
costs. Just in order to break even, several markets would
need to hire very inexpensive labor, gain income by pooling
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hogs, or reduce prices paid to producers. (Q Larger
producers lend to avoid country markets and deal directly
with packers.
Costs of Alternative Marketing Patterns
Some findings of a Michigan study (29) agree with the
results of the Illinois study, but some ditTer. At present the
principal marketing channels used by hog producers in
Michigan are auctions, local markets and direct sales to
packers. The objective of the Michigan study was to
compare costs of marketing hogs in Michigan under the
present marketing pattern and under four alternative
marketing patterns. For each pattern an attempt wasmade
to include all costs involved from the time hogs leave the
farm until they are placed in holding pens at the
slauglitering plant. The five alternative patterns analyzed
involved various combinations of marketing agencies and
various methods of buying hogs. From the farm, hogs could
move to auctions, to local markets or direct to packers. At
auctions and local markets, hogs might be purchased by an
order buyer, a commission man or a packer buyer. Hogs
might be purchased on a live wei^t or a carcass grade and
weight basis.
For each pattern, costs of auctions, local markets,
packers (before hogs are slaughtered), and transportation
were included. Five patterns were compared under present
and modified producer and packer size and location
conditions.
In contrast to the Illinois study, this study did not
rfiow large cost reductions with larger volume market
agencies. In fact, the patterns using the largest auctions and
the largest local markets had higher costs than patterns with
auctions and local markets of moderate size. Lower per unil
costs achieved in the largest market agencies were more
than offset by the accompanying increase in transportation
costs necessitated by the decline in the number of markets.
(Transportation costs were left out of the Illinois study.)
Tlie direct-to-packer method was by far the lowest cosl
method.
These two studies bring out the following points: (a)
Costs associated with alternative marketing patterns vary
greatly, as do costs of individual firms, (b) Larger firms
tend to have lower costs per hog than do small firms of the
same type, (c) Fann-to-market transportation costs are an
important part of the total costs of marketing hogs, (d)
Lower costs are probably the major force behind the trend
toward direct marketing.
ALTERNATIVE MARKETING SYSTEMS
Previous sections provide a description of the present
Iowa hog-pork marketing system. The primary objective of
ihis scction is to examine some alternatives to the present
system.
rhe diagram in fig. Kidentifies the part of the hog-pork
industry thai is of interest here. This diagram shows the
;iciiviltes that are performed from the point hog production
begins tboltom i»f the diagram) until pork products rcach
consumers (lop of the diagram). It therefore describes the
vertical structure of the hog-pork industry. The boxes show
ihe diiferent types of firms and agencies that perform
activities, and tlic da.shed lines separate them into four main
caiegones: production of hogs, the marketing system,
consumer demand for pork products, and supply firms. The
arrows show the Hows of supplies, hogs, and pork products
between the various firms and consumers. (Arrows
pertaining to supply firms other than feed manufacturers
are omitted.) Tables 1 and 2 and fig. 2 presented detailed
information for Iowa on the flow of hogs from producers
to slauglitercrs.
The marketing system serves as a link between hog
producers and ct)nsiimers. It must provide for the
performance of several physical operations (e.g.,
transporting, slaughtering. proces.sing, packaging, etc.), and
It musi provide a means of coordinating the actions of
producers and marketing firms with the desires of
customers.
The term "coordination" refers to the way in which
activities at different levels in the vertical structure in fig. 8
Lire tied n^gethet. The effectiveness or ineffectiveness of
coordination has a significant impact on the costs and
returns uf businesses. A well-courdinated marketing system
.iccou\pUshes a number of desirable goals, (a) It minimizes
the ninnber of unpleasant surprises to participants. For
example, suppose a hog slaughtering plant expects receipts
of llog^ io number 20.000 next week and 25.000 the
lolUm'ing week. It will schedule its operations and its use of
Idbor accordingly, If actual receipts turn out to be .>0,000
jnd 20.000, the plant experiences an unpleasani surprise. It
will have a stiortage of labor and supplies (he first week,
and an excess the second. Both the shortage and the excess
K'5»ill in higher cosis than would be experienced if actual
receipts were close to expected receipts. A large deviation
of icalt/.atioii front anticipation is frequently an unpleasant
surprise. These surprises are fewer in a wcll-cot)rdinated
system than in a poorly coordinated system, (b) A
well-coordinated system makes it easier to plan for the
lutmo. (c) Iti a well-coordinated system, a firm that makes
available to Its custoniers exactly the quantity and grade of
product ihey want at the time ihey want it receives a higlier
price than ihe firm that fails to do ihese things, and (he
product^ m»)sl wanted by customers will return more to
priMlucciN than will othei products, (d) Customers will
know which products and giades are more expensive to
produce becatrse these will carry higlier prices that reflect
their higher costs, (e) Awell-coordinated system allows an
easy fiow of information: Information on desires and needs
flows from customers to suppliers. Information on cosis
and availabilities flows from suppliers to cu.stomers.
This section focuseson the hog marketingsystem - that
part of fig. 8 connecting producers to slaughterers.
Alternative hog marketing systems fall into two
categories according to the way the task ofcoordinating ihi?
actions of hog producers and slaughterers is accomplished.
In one category, price-coordinated marketing systems,
prices coordinate activity. That is, the arrows connecting
producers, marketing agencies, and processors in fig. 8 may
be thought uf as representing markets in which prices are
established. In these systems producers come in contact
with buyers only ^ter hogs are produced and ready for
slaugliter. At that time a price is established and the hogs
are transferred to a new owner. The price that is established
coordinates activity both by rewarding the producer lor his
contribution, and by signaling lo him any need that may
exist for changes in the amount or grade of hogs he
produces.
In non-price-coordinated systems, other means ol
coordination are used to supplement or even rcplacc the
pricing system. One of these other means of coorditiation
involves placing two or more of the different stages in (he
vertical structure of the hog-pork industry under the sumo
ownership. For example, the same firm may own both hog
production enterprises and slaughtering facilities (i.e.. the
arrows in fig. 8 connect different "divisions" of the same
firm). This is termed vcnival intcgratum. A second meiniii
of non-price coordination involves contractual agreements
between firms in different stages, e.g.. between producers
and processors, or between feed companies and produceis.
When contracts are u.sed, the arrows in fig. 8 may be
thought of as representing markets, but the Hows of hi>gs
are governed both by prices and by specific coniraci^
between individual buyers and sellers. Several different
types of contracts are currently used in the hog-pork
industry.
Vertical integration and contracting are the two main
means of non-price coordination, but there are others. One
is cooperative ownership. Pr<.)ducers. for example, may
cooperatively own a slaughtering plant (a special c;i.sc of
vertical integration), or they may form a cooperative lo
negotiate and administer contracts with private processors.
Still another means of achieving coordination involves
lender-borrower relationships. For example, a teed
company may finance a producer's feed requirements in
return for an interest payment and some control over the
amount and quality of the hogs produced.
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Figure 8. Flowchart of the vertical structure of the hog-pork industry
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A common characteristic of ail these forms of
niMi-price coordinalion should be emphasized:
Courdinalion is> achieved throu^i agreements between
lifins, rather Jhan by prices alone. A primary difference
bcIween price -coordinated and non-pricc-coordinated
systems is in the amount of "forward information"
available- In the former, the only infomiation anyone has
available to use in deciding what plans to make now to
guide his future operations is information on past and
current conditions, especially past and current prices and
outlook information. In non-price-coordinated systems he
will also have some forward information aboul the future;
the kind will vary with the system. This forward
information, e.g.. may consist of a contracted ^aranteed
price or price differential, or of a ^ecification listing
premiums and discounts a hog producer will reccive for
various grades and weights of hogs and requiring him to
market ihese ho^ during a specific week.
In presenting alternative marketing systems we are not
recommending, we are noi even suggesting, that the present
system be replaced with one of these. It is po^lble that the
present system of marketing hogs in Iowa could be
improved. We are suggesting that if it could be improved,
consideralion of these alternatives, and perhaps of others
that will be suggesled by studying these, will lead to ideas
for Improvement. Most of these alternative systems have
nor been thoroughly studied, hence the nature and size of
the potential gains and losses from adopting them in Iowa
are not known. We will suggest what we perceive to be the
main advantages and disadvantages of adopting each system
in Iowa. Tliere may be other advantages or disadvantages
tiiai are move important than the ones we list, Before
deciding to adopt any of these, producers would want more
information than is now available on their gains and losses
ffoiti adoption.
ALTERNATIVE PRICE-COORDINATED
MARKETING SYSTEMS
Some of ihe systems lo be discussed here are currently
used for hogs m other areas, some are proposed hog
marketing systems that arc not currently used, and some
arc pioposed systems for other commodities. We will
examine two presently used auction marketing systems,
ptjoling arrangements presently used in marketing slaughter
liogs. and two proposed systems for eggs involving the use
cif "comnjittee pricing" and "computerized" negotiations.
Auctions
Only a sjiiall percentage of the slaughter ho^ marketed
ui Iowa are sold throu^i auction markets. An alternative
inarkeling system lor Iowa might center around a more
extensive use of auction selling. Such a system may simply
involve an expanded number of, or use of. local auction
markets now common to Iowa. Or it may involve the
adoption of a teletype auction, or it may involve the
establishment of one or more telephone auctions.
The CanaJian Teletype Auctions
In three Canadian provinces slaughter hogs are sold by
teletype auction systems. The systems used m these three
provinces share two distinguishing features. First, hogs are
sold using a "Dutch" style auction.That is, the asking price
on each lot of hogs sold is started at a relatively higli level
aijd then gradually reduced until a bid is entered. The first
person to enter a bid is thehighest bidder and therefore the
buyer. Second, a special system of teletypes that connects
the office of the producers' sales agency with theoffices of
packers Isused in conducting the auctions.
All three auctions came into being primarily because
producers were dissatisfied with the marketing systems that
existed before establishment of the auctions. These systems
were quite similar to the marketing system now used in
Iowa. Because the Ontario auction was the first lo begin
operation, we will sketch its history, examine itsoperation
and the grading system used, and point out some apparent
advantagesand disadvantages of the system.
Legislation. The development of the auctions has been
inlluenced by two types of national legislation governing
agricultural marketing in Canada. One provide.s lor
agricultural producers' marketing boards, and the other
concerns sellingmethods and the grading of hogs.
In essence, provincial marketing boards are
producer•contr011ed organizations established under
provincial legislation with power lo control specific
markeling operations (32). Depending on provincial
legislation, a marketing board may have power to negotiate
agreements concerning minimum prices, lo specify
conditions of sale, or to establish and direct a sales agency
with complete authority over the trading of a particular
farm product. A provincial marketing board has control
only over the product produced within the province, bul it
can compel producers within that province to adhere to the
marketing plan adopted by the board. These marketing
boards have played a central role in establishing the
teletype auction.
Canadian legislation dealing with methods of grading
and selling hogs is discussed more fully in a later section.
History of the Ontario hog auction. At the time this
auction began operation in May of 1%I, it was the mosl
recent of several efforts by Ontario hog producers to
improve their hog marketing system (17, 27, 32),
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Belorc and during ihc 1940'shog producers inOntario
could sell Iheir hogs using one of three main channels: the
tcnmnal market, local dealers, or direct (o packing plants.
Until about l')30 Uie terminal market was the most heavily
used channcl. But aflei 1930. Ihe proportion of hogs
moving through terminal markets declined steadily. By the
mid-1940's more than 90 percent were sold direct to
packers. (This cojnpares with about 75 percent presently
sold this way in Iowa.) Ontario producers were dissatisfied
because Ihey felt packers had a bargaining advantage, and
because farmers were unable to obtain needed market
information. (Packers, too. were dissatisfied with the lack
of market information.) This dissatisfaction led producers
to take action to improve the marketing system. Alter a
vole among producers the Ontario Hog Pr(xiucers
Marketing Board was established in 1947, (lis name has
since been changed to Ontario Pork Producers Marketing
Board.)
The Ontario Hog Producers Marketing Board
attempted to negotiate minimum prices with packers. This
effort broke down in 1951. In 1953 the board established a
sales agency by combining five Toronto livestock exchange
commission firms. This agency was controlledby the board
and had power to establish prices, direct the movement o{
hogs, and handle sales and payments to producers. This
effort also failed, primarily because the relatively small
number of ho^ moving through the terminal stiKkyards
robbed the agency of needed bargaining power.
In 1955, the board established the Ontario Hqg
Prtiducers Cooperative as its selling agency. The OHP('
established hog assembly yards at several pomts in the
province. The objective was to channel cnou^ of the
supply uf hogs through these agency-operated marketing
yards so that packers would be forced to obtain a
significant part of their slaugliter hogs througli competitive
bidding at these yards. The proportion of hogs sold through
Ihe OHIX: increased steadily until in I960 it became
compulsory for ail producers in Ontario to sell their hogs
througli the OHPC. (At present, sales by producers to local
butchers slaughtering less than 50 hogs per week are
exempt.)
In I960, then, the marketing board had accomplished
several of its original objectives. However, there were still
some unresolved problems, especially with themechanics of
the pricing system used. To overcome ihese problems
representatives of ihe packers suggested the adoption of a
Dutch style auction system using teletypes. Althougli the
producer representatives initially objected to the idea, they
latei proposed a very similar system which was put into
operation in May 1961.
Dcvdopmenis iti Mau'ito\>a and Alberta. The adoption
of a teletype auction in Oniaiio set the stage for changes in
.H)
the hog marketing ^sterns in Manitoba and in Alberta. In
the early I960^s producers m both provinces were
dissatisfied with the then e.Kisting marketing systems for
many of the same reasons Onlari(j producers hud been
dissatisfied.
In Manitoba this dissatisfaction led to the
establishment of a teletype auction in February 1965. This
system is similar to the one in Ontario, but has two distinct
features (16, 50). First, it is controlled by a marketing
conmiission ratiier than a marketing board. Commission
members are appointed by the government, whereas board
members are elected by producers, and a commission
.nember need not be a producer but a board member must
be. Second, in Manitoba a producer is not compelled to
market his hogs through the teletype system; if he submits
a written request to the marketing commission he maysell
his hogs direct to a packer. All producers must contribute
to Ihe cost of operating the teletype system, whether they
use it directly or not. Packers must report to the marketing
commission each day the number and average price of hogs
purchased directly from producers.
A teletype auction system like the Ontario system
began operation inAlberta inOctober 1969 (11).
The Ontario teletype auction: physical facilities and
Operation. The Ontario system includes about 45 hog
assembly yards located throughout major producing regiTms
in Ihe province. These are connected either by teletype or
telephone with the office of the Sales Division of the
Ontario Pork Producers Marketing Board in Toronto. This
office contains a master teletype and an electronic
broadcast repeater. The master teletype and broadcast
repeater are linked with 13 buying machines located in
packer offices. An additional buying machine is located in
the Toronto office so that bids can be entered on behalf of
smaller packers.
The first step in selling hogs is for the producer to
deliver his hogs to one of the assembly yards. Here they are
unloaded, weired, tattooed for carcass identification, and
penned into lots containing the number of hc^s prescribed
by the sales staff; they arc not graded. When a lot of ht^s is
ready for sale, the assembly yard manager notifies the
Toronto office.
Before the market opens, the sales staff in the Toronto
olfice must decide, using information about local and other
Canadian and U. S. market cimdiiions, what price ranges
arc lo be used in the day's auction. Once this is done the
"tapes" to be used are selected. These tapes encompass a
one-dollar price range with 5-cent gradations. Many tapes
covering various price ranges arc on hand, and one must be
inserted in the master teletype for each lot of hogs that is
sold.
To begin the sale of a lot of hogs, a member of the
sales siaff hands an "offering slip" to the master teletype
iipcrator. The operator types out (a) the date and time, (b)
the assembly yard from which the hogs are being offered,
(c) Jhe lot number, and (d) the number of hogs in the lot.
Then, the appropriate tape is inserted and the prices are
typed in descending order.
All the information in (a) through (d) appears
^multaneously on all 14 buying machines. These buying
machines arc simply teletypes with a large black button
attached. Whena buyer wishes to enter a bid, he presses the
button as soon as the price he wishes to offer has been
typed.
As soon a.s a bid is entered, a li^t on the broadcast
repeater in the Toronto ofPicc identifies the bidder. The
teletype system is immediately stopped, and only the
inastcf machine and the buying machine of the successful
bidder continue to record. The master machine
automatically prints the code of the successful buyer; the
latter conllrms the sale by typing the letters "OK." Finally,
the sale price, but not the successful buyer's name, is
broadcast to all buying machines. The sale of a lot of hogs
will normally take from .^0 seconds to one minute. The
teletype record of a sale might look as follows:
Aprit 26-72 10:42 BARRIEL0T21 52 HOGS
30-00 29.95 .90 .85 .80 .75
OK LB
LOT 21-29.75
The system is capable of distinguishing bids entered
only 1/1000 of a second apart, so the simultaneous entering
of bids IS not a problem. If the pricc declines one dollar to
the lowest price on the tape without a bid being entered,
ihe lowest pricc is typed three times, bells s<mnd on all
buying machines, and "No Sale" is printed. The lot may be
icotfcrcd latei at the discretion of the sales staff. Throu^
selection of tapes, the sales staff may adjust the pricc ranges
used according to composition of the lot. location of the
lot. and current market conditions,
Costs of the sysiem are siiareU by producers and
packers. Producers are assessed IVj percent of the sale price
uf hogs sold tt) ct)ver costs of administration and operation
of ilio maiketing yaids. Producers nuist pay Iratisporlation
costs tiom Ihe farm to the assembly yard. Packers are
assessed a fee on a per head basis to cover costs of Ihe
lelelype sysiem, and must pay transportation costs from
Jhe assembly yards.
In Manitoba and Alberta the selling of lots of hogs is
.jccoinplished in an almost identical fashion. However, there
arc significant differences between these systems and the
Ontario system in the methods used to assemble hogs. Only
two assembly yards have been established inManitoba, and
neither of these is owned by the Hog Marketing
Commission. Many hogs are sold en route from the larm
and are not unloaded until they reach the packer. In
Alberta the Hog Marketing Board has no jurisdiction over
the assembly of hogs. Si.x delivery points are designated,
but the board does not operate marketing yards at these
locations. More than 500 h<^ assemblers at more than 300
locations are licensed by the board, and may collect hogs
from producers and offer them for auction. Also, in Alberta
a producer's hogs can be sold while still on his farm, and
then moved directly to the slau^tering point. The fees
charged producers and packers are 30 cents per hog in both
Manitoba and Alberta. In Alberta and Manitoba the
producer's name may be entered on the teletype with the
description of his lot of hogs. This allows him the
opportunity to differentiate his product.
The Canadian grading system. All hogs InCanada must
be purchased on a carcass grade and weight basis. A
national grading system specifies grade categories according
to backfat and carcass weight. All carcasses are graded at
the packing plant by federal graders, and an "index-value"
is determined for each carcass (49). This system is
Illustrated in fig. 9.
The government grader nTeasures backfat at its thickest
points at both the loin and shoulder and aims Ihese
measurements. Using this sum the appropriate row under
the column labled "backfat inches" is UKated, Finally, the
cell corresponding to this row and the appropriate hot
carcass weiglit column (note that hot carcass weight
categories are listed across the top of the table)contains tlie
index value for Ihe carcass.*This index is reduced 3 points if
the carcass has "type" demerits, and 10points if llie carcass
has "quality" demerits, (See explariation below the table in
fig- 9.)
To determine the carcass price, this index ismultiplied
by the sale price at the auction to give the price per
hundredweight. Then the price per hundredweight is
multiplied by the carcass weiglit (less trimmablc demerits)
to arrive at the carcassprice. If the carcasshas a final index
of 103 or higher, the Canadian government pays Ihe
producer an additional premium of $3 |>er hog. The
producer receives a settlement form indicating the carcass
weight, backfat, index, demerits, and pricc for each hog
sold.
The price a packer bids at the teletype auction is a
carcass weight price for an average hog (index = 100); price
differentials for different quality hogs are incorporated in
the grading system through the value index. At the tniie he
bids on a lot of hogs the packer does not know the grades
of the hogs he is bidding on, nor does he know the actual
pricc he will be paying for the lot. Grades are not known
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Figure 9. Canadian hog carcass price differential table, in percentages of bid price
Backfat. Predicted 90 125 130
Inches- Yield 124 lb. 129 lb. 139 lb,
140 150 160
149 lb, 159 lb. 169 lb,
196 lb.
170 181 and Ridgling
180 lb, 195 lb. Over
-1.9 69.7% 87 105 109 110 112 112 112 91 85 67
2,0-2.1 69.0% 87 103 107 109 110 112 112 91 85 67
2,2 - 2.3 68.2% 87 102 105 107 109 110 110 91 85 67
2,4-2.5 67.5% 87 100 103 105 107 109 109 91 85 67
2.6 - 2.7 66.7% 87 98 102 103 105 107 107 91 85 67
2.8-2,9 66,0% 87 97 100 102 103 105 105 91 85 67
3,0 -3.1 65.2% 87 95 98 100 102 103 103 91 85 67
3.2 -3.3 64,5% 87 92 97 98 100 102 102 91 85 67
3.4-3.5 63,8% 87 86 95 97 98 100 IGO 91 85 67
3.6 -3.7 63,0% 87 88 92 95 97 98 98 91 85 67
3.8 - 3.9 62,3% 87 88 88 92 95 97 97 91 85 67
4.0-4.1 61.5% 87 88 88 88 92 95 95 87 82 67
4.2 -4.3 60.8% 87 88 88 88 88 92 92 87 82 67
^A- + 60.1% 87 88 88 88 88 88 88 87 82 67
TYPE DEMERITS - Subnormal Ham, Shoulder, Belly, Length and Roughness - Less 3%.
QUALITY DEMERITS - Abnormal^Fat, Colour or Texture - Less 10%.
TRIMMABLE DEMERITS - Actual Weight Reduction from Hot Carcass Weight if of Farm Origin,
CARCASS PRICE =Bid price multiplied by price differential^^
CARCASS VALUE = Carcass price multiplied by carcass weight—
3 /- Sum of backfat measurement opposite first rib plus backfat measurement opposite last lunfcar
vertebra.
b/—Example: Suppose bid price is $30 per cwt, and carcass weighs 155 pounds and has backfat
measurements of 1.3 inches opposite first rib and 1.7 inches opposite last limbar
vertebra .
Carcass price = §30,00 x 1.02 = $30.60
Carcass value = $30,60 x 1.55 « $47,43
Source: What You Should Know About the New Hog Carcass Grading System. The Grain Grower,
December, 1968.
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umil the hogs have been slaughtered, and prices are not
determined until grades are known. The price differentials
lor different qualities are substantial, amounting to as much
as 24 porcent.
I\vahiati<>n. Two studies (16, 18) indicated that the
introduction of the teletype auction resulted in a price
increase in Manitoba. Estimates of the amount of the
increase ranged from 50 cents to $1.50 per hundredweight
of carcass, with an average of about 80 cents. When
allowances were made for costs of operating the system and
when the lowest estimate of the price increase was used, the
additional income to producers in Manitoba was estimated
to be $330,000 per year. Gains to producers in Ontario,
with a much larger volume, were estimated to be
$1,200,000 per year. This amounts to a gain of some 40
cents per hog.
It has also been found that prices at the teletype
auctions are much more variable than prices negotiated on
direct sales to packers (17). This presents a problem in that
there is an apparently unjustified inequitable treatment of
producers, especially if there are relatively large and
apparently random differences in prices for successive lots.
Another feature of prices at the teletype auctions is the
existence of very defmite daily and weekly price patterns.
Adequate explanations of these patterns have not yet been
offered.
The teletype auction systems in conjunction with
compulsory grading provide both a larger amount and a
more equal distribution of market information than
previous marketing systems used in Canada. This may
account, at least in part, for the higher average prices
received by farmers.
The Canadian regulations concerning carcass grade and
weight selling apply to all marketing systems used in
Canada, not just the teletype auctions. However, the
teletype auctionscould not operateas they nowdo without
these regulations. Since the hogs are sold by description and
only one price is determined for each lot. and since hogs are
not a uniform product, some method is needed to adjust
the sale price to reflect the actual quality of the hogs
purchased. In Canada, the gradingsystem handles this task.
Some advantages of this grading system are: (a)
Grading is performed on carcasses rather than on live
aninuils. which improves grading accuracy; (b) producers
receive substantial premiums and discounts reflecting
carcass value differences; and (c) producers receive with
ilieir payment detailed information useful for improving
production practices. Two disadvantages of the teletype
auctions in combination with this grading system are: (a)
Tlie system is ri^d in that price differentials for different
qualities of hogs are legislated rather than determined by
the market, and (b) the system makes it very difficult for a
packer to specialize in a particular quality of hogs: he has
no idea what quality he is buying until after hogs are
slaughtered. The first disadvantage mi^t be overcome by
allowing the sales division of the marketing board to use
available marketing information to set weekly pricc
differentials and to communicatc these to all packers and
assembly yards. This second disadvantage may be overcome
to some extent by including the producer's name with the
description of the hogs on the teletype, as is done in
Alberta and Manitoba. The problem of undue variability
between prices of successive lots Height be ameliorated by
pooling receipts from successive lots. For example, if one
lot of 50 hogs isbought at a bid of $25 per hundredpounds
and the next lot of 50 hogs for $23, the pooled bid price
for both lots is $24.
Interviews with producers have revealed a generally
favorable attitude toward the teletype auctions. These
probably stem from the favorable performance of the
systems, and from satisfaction producers rcceive from
having control of the marketing system. However, there is
some dissension arising from the loss of freedom brought
about by compulsory features of the systems in Ontario
and Alberta. This has been a significant problem in Ontario
because producer-members of some cooperative packing
plants have not been allowed to sell direct to the
cooperatives.
A second indicator of producer attitudes is level of use
of the systems. Since the systems are compulsory in
Ontario and Alberta, one cannot make an evaluation in
these provinces. In Manitoba about 60 percent of the hogs
are sold through the teletypes. However, a recent study
indicates that larger producers in Manitoba tend to prefer
direct sales (5).
Third, the rate of adoption of the teletypesystem must
be regarded as an impressive indicator of producer
attitudes. In a period of less than 10 years, the percentage
of all slaugliter hogs marketed in Canada that are sold
through teletype auctions has gone from zero to more than
60 percent.
Finally, could a teletype auction system be adopted in
Iowa? Two types of legislation not existing in Iowa paved
the way for the establishment of the teletype auctions.One
of these permits producers to have control over the
marketing of hogs. The other provides for mandatory
carcassweight and grade selling, aswell as a grading system
that "automatically" determines price differences for
different qualities of hogs. If these regulations or suitable
alternatives could be adopted in Iowa, it would appear that
teletype auctions could also be adopted. The system
appears to be quite flexible in other respects-e.g., assembly
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yards, compulsory participation, and conduct of the
auctions.
Telephone Auctions
The telephone auction has been used in Missouri (and
in some other states) for marketing both feeder pigs and
slaughter hogs. The telephone auction is conducted in much
the same manner as an ordinary (ascending price) auction
except that the auctioneer, the hogs or feeder pigs being
offered for sale, and various groups of bidders may all be in
different locations. All the parties to the auction are
brouglit together using a telephone conference call.
The telephone auction is similar to the Canadian
teletype auctions in some ways. The telephone auction
differs from the teletype auctions in that the former
appears to be most appropriate for smaller scalemarketing
operations, it requires less elaborate physical facilities, and
it requires no special legislation to become operative.
The MFA Livestock Association, a farmer cooperative
headquartered in Marshall, Missouri, has operated telephone
auctions for both feeder pigs and slaughter hogs. Discussion
of the feeder pig auctions will be used to illustrate the
operation of a telephone auction.
The telephone auction for feeder pigs is only one part
of the broader feeder pig program sponsored by the MFA
Livestock Association. To participate in the program, a
producer must farrow a minimum of ten sows per year,
follow a supervised breeding, health, and sanitation
program, and agree to market all feeder pigs produced for
sale through the MFA Livestock Association. About 1,250
feeder pig producers participate in the program.
Operation of the MFA Feeder Pig Telephone Auctions,
The first telephone auction was held on Dec. 2, 1965, and
at present auctions are held two evenings each week. The
association operates (en assembly yards. On a given sale day
pigs are sold from either two or three of the assembly
yards; and each assembly yard is used only once every 2
weeks.
On the day of a sale producers deliver pigs to the
assembly yards being used that day. The pigs are unloaded,
inspected by a veterinarian, eartagged (to identify the
producer), graded, weighed, and penned into lots of similar
weight and grade. A dual grading system is used. One
grading system distin^ishes three levels of genetic ability
(conformation and feed conversion) of the sow herd from
which the pigs were produced. The second grading system
distinguishes two levels of condition of the feeder pigs. In
total, then, there are sbc grade classifications. Pigs owned by
more than one producer may be penned together in lots of
uniform weiglit and quality.
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Once sorting and penning is completed at all assembly
yards, a master sale order is developed. This lists all lots to
be sold, the order in which they are to be sold, and the
location, predominant breeds, grade, number of head, and
total and average weight of each lot.
In the evening potential buyers assemble at each
designated buying point. There may be as many as 14
buying points located in Missouri and surrounding slates.
Each is placed in communication with the auctioneer and
with the other buying points through a conference
telephone hookup. The potential buyers are able to hear
the telephone conversation througli a loudspeaker system.
They may enter in the conversation (e.g., to bid) through
the phoneman or "ringman" at the buying point.
The master sale order is posted at each buying point
and explained 30 minutes before the auction begins. The
auction itself is conducted in much the same manner as in
an auction bam. The auctioneer's voice carries to all bidders
through the loudspeaker systems. To enter a bid a bidder
notifies his "ringman," who in turn enters the bid. Bidders
can identify competing bidders at the same location, but
not those at other locations.
It usually takes about one minute to sell each lot and
about 30 minutes for the entire auction. The number of
pigs sold at each auction averages slightly less than 3,000.
Annual volume has increased rapidly in recent years, and in
1971 was approximately 416,000 head.
Temis of sale are cash on delivery. Buyers must pay
transportation costs from the assembly yards, a
25-cent-per-head charge for eartagging, and a charge for
vaccination. Producers are charged between $1.25 and
$1.50 per head sold, depending on the average weight of
pigs consigned. The MFA Livestock Association provides a
100 percent "livability" guarantee to buyers for the first 2
days after the sale, and a 98 percent livability guarantee for
the next 8 days.
MFA Slaughter Hog Telephone Auction. In March
1968. the MFA Livestock Association began a telephone
auction for slaughter hogs. Slaughter hogs were received at
two assembly yards one day eachweek, and sold through a
telephone auction tlie following day. Hogs were identified
by owner, graded, and penned (pooled) into uniform lots.
These auctions were conducted in much the same
manner as the feeder pig auctions, except that each packer
bidderwasgiven a separate phone and identified by number
only in order to preserve anonymity. Producers were
charged 80 cents per head sold, and buyers were charged
\2Vi cents per hundredweight.
The MFA sJaughter hog telephone auction remained in
uperation for only 15 months. MFA officials cited high
costs and competition with MFA-operated local markets as
rcascms for discontinuing the auctions.
^valuation. Little analysis of telephone auctions has
been undertaken. Tliese auctions increase the amount of,
and equalize the distribution of, market information. But
little can be said about their effect on the level and
variability of prices. The telephone auction overcomes some
of the disadvantages associated with decentralized
marketing: (a) Through competitive bidding each
producer's hogs or feeder pigs are exposed to a large group
of potential buyers, (b) Centralized sellingon a description
basis increases buyer convenience and reduces procurement
costs.
The success of the feeder pig auctions indicates a
favorable attitude on the part of both buyers and producers
and demonstrates that it is possible to conduct a centralized
system of sales by description when live grading is required.
And, this can be accomplished without extremely elaborate
facilities or special legislation giving a producer-controlled
agency exclusive control of the marketing system.
On the other hand, slaugliter hog telephone auctions
have been much less successful (both in Missouri and
Wisconsin). The main reason appears to be that packer
support of the telephone auction is hard to obtain. This
luck of support may arise from the difficulty in developing
a live grading system adequate for selling slau^ter hogs by
description.
Telephone auctions appear to be immediately
adaptable to Iowa. The Missouri experience indicates that
their operation can be quite advantageous to both
producers and purchasers of feeder pigs. However, their
potential success in the marketing of slau^ter hogs is less
clear.
Pooling
llvidence presented in the earlier discussion of price
dilTorenccs indicates that the price an individual producer
receives for his hogs is influenced by the size and
uniformity of the lot he markets. Typically, the larger and
more uniform the lot is, the higher will be the price
received. We might expect, then, that smaller producers
would receive lower prices for two reasons-first, the lots of
hogs ihey market are both smaller and less uniform, and
second, they market hogs less frequently, are less familiar
with market conditions, and arc therefore In a relatively
weak bargaining position.
One marketing practice that both slaughter hog and
loeder pig producers have used to overcome these
disadvantages is termed "pooling" or "commingling.'
Pooling usually involves the following steps. Individual
producers deliver livestock to an assembly yard. Here
livestock are unloaded, weighed, sorted, and then penned
(or pooled) into lots of uniform weight, grade, and other
characteristics. Each pen or lot may include livestock
owned by several producers, and the livestock delivered by
a single producer may be placed in diflerent lots. Finally,
the pooled lots are sold, and the producer receives the
pooled lot price for the weight of the livestock fie has
contributed to the pooled lot.
Pooling may be used in combination with almost any
lype of marketing system except, perhaps, direct sales to
packers or dealers. (In the latter case, however, the dealer
may engage in pooling.) Pooling is almost always used in
conjunction with auction sales. The MFA Livestock
Association feeder pig telephone auction uses pooSingwilh
an auction sale. Pooling has been used extensively in several
parts of the United States, but not in Iowa.
Development of P(X)ling. Pooling was first used in
marketing lambs before 1900. The practice arose because ol
the failure of the existing marketing system to serve the
needs of smaller producers. Slaughter hog pooling became a
v/idely used marketing practice in the 1930's and 40's.
Because specialization in feeder pig production is a
relatively recent development in the hog industry, so is
feeder pig pooling. It was not used to a significant extent
before the late I950's.
The most recent comprehensive study of livestock
pooling in the United States was undertaken in 1959(35),
No doubt the situation has changed, but this study gives at
least some Indication of the present status of pooling. By
far the most extensive use of pooling was in the seven slates
of Missouri, Indiana, Ohio, Pennsylvania, Georgia,
Kentucky, and Tennessee; and a few marketing agencies in
Iowa were engaged In pooling. Several classes of livestock
were pooled. In terms of numbers of animals, slaughter
hogswere the most Important class and feeder pigs were the
least important. There are indications that livestock
pooling, and especially feeder pig pooling, has become a
more prevalent marketing practice since 1959.
Evaluation. In the 1959 study (35) the major
advantage cited by producers, and especially smaller
producers, was higher prices for livestock. Pooling, in
combination with centralized selling, was effective In
overcoming the price disadvantage of smaller producers. A
disadvantage noted by producers was that it eliminates or
makes very difficult ''by-bidding" at auctions, that is,
refusal by an individual producer of a bid on the pooled lot.
The most important advantage of pooling to marketing
agencies was that it reduced per unit costs. Cost reductions
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were found to be due to reduced selling time, a reduced
facility requirement, and increased sale volume. Problems
encountered by marketing agencies included difficulties in
developing grading procedures satisfactory to consignors
and buyers, and increased office work.
Advantages to buyers were Ihe availability of large,
more uniform lots, a reduction of time and expense
associated with buying, and an improvement in the quality
of livestock available (perhaps because producers were
aware of price differentials for different grades of
livestock). Disadvantages to buyers were, of course, higher
prices, difficulty encountered in buying small lots, and an
increased shrink loss.
In most cases producers, marketing agencies, and
buyers indicated that advantages outwei^ied disadvantages.
1( is not known by how much pooling increases prices,
or whether higher prices obtained through pooling exceed
the additional costs of pooling. It does appear thai pooling
could be used to advantage in cases where livestock is
presently sold through auctions, or other centralized
facilities, on a live basis.
Problems that would likely be encountered in
attempting to establish successful pooling operations
include demonstrating to producers and buyers the
advantages of pooling, developing acceptable grading
procedures, obtaining and maintaining an adequate sale
volume, and developing procedures to control the spread of
diseases.
Committee hieing
Two developments in egg marketing have resulted in
much dissatisfaction with the performance of the egg
pricing system. In recent years marketing channels and
practices have changed considerably. But methods used in
determining prices have not changed. In 1966 an extensive
study of the present egg marketing system and possible
alternatives to that system was undertaken. At least two of
(he alternatives brought forward are worth consideration as
alternatives to the present hog marketing system.
Some of the changes that have taken place and
problems lhat have arisen in hog and egg marketing and
pricing systems are similar. At one time most eggs were
marketed through terminal markets to wholesalers who, in
turn, sold to retailers and institutional buyers. Currently a
very high percentage of the eggs marketed move througli
direct or decentralized marketing channels. Egg marketing
channels have decentralized, and a small and declining
portion of ihe eggs marketed move througli the terminal
markets. Yet prices established at terminal markets are used
widely as base prices. There is widespread feeling that these
.^6
prices are not representative of the qualities and quantities
actually traded, and that price changes are much too
frequent. Many suspect that prices at the terminal market
are subject to manipulation.
These problems have led people to propose alternative
egg pricing systems (30). Among alternative systems
proposed were a committee pricing system and a
computerized exchange system. Both systems have some
desirable features. And, it may be possible to model
alternative hog pricing systems after them.
Operation. Under a committee pricing system, the
committee meets on a regular basis. At each meeting,
committee members examine available market information
and then decide (by vote) on a suggested current trading
price for the commodity. They may suggest several
prices—for different grades and regions. Individuals in the
industry then can, but are not required to, use this price as
a basis for negotiating transactions. The price remains in
effect until the next committee meeting. At that meeting
the committee may or may not decide to change the
su^ested price.
A committee egg pricing experiment was conducted
from April 1967 to April 1968 (2). A pricing committee
was formed and divided inlo several subcommittees to deal
with various grades and regional markets. Committee prices
were determined and compared with market prices. Major
conclusions were; A committee pricing system is feasible; it
would likely result in less price fluctuation and in
quotations closer to actual market prices than the terminal
quotations currently used as base prices.
This experiment also made it clear that some problems
would need to be overcome if a committee pricing system
were to become operational. Decisions would need to be
made concerning the frequency of committee price
quotations (for eggs, one quotation per week was
suggested) and the number of committee price quotations
(i.e., for different grades and regions). A procedure for
obtaining an adequate supply of timely market information
would need to be developed. Problems would be
encountered in selecting a committee, e.g., selecting
individuals who would command the trust of those in the
industry. Funds would be required to pay committee
members, and to provide for the gathering of market
information. A committee pricing system would probably
require spccial legislation.
Evaluation. A committee system has been used for
several years in pricing cotton in the United States. The
following advantages of a committee pricing system have
been cited: It reduces the lime and energy devoted to
bargaining, it provides more representative base priccs, it
may lessen fears of price manipulation, it reduces price
fluctuation, and committee prices may more accurately
tertcct underlying supply and demand conditions- This last
advantage is based on the assumption that the committee
would be composed of professionals who have access to a
great deal of market information. It miglu be expected that
the introduction of a committee pricing system in hog
marketing would reduce the amount of price fluctuation,
eliminate some of the energy and expense devoted to
negotjations. and lead to a more equal distribution of
market information among producers and marketing firms.
The problems that would need to be faced in making a
committee egg pricing system operational would also have
to be faced in making a committee hog pricuig system
operational. A committee pricing system for hogs would
face other difficulties. Hogs are a less homogeneous
connuodily than eggs. A widely accepted grading system
would be needed, and there may be a need for a great many
price quotations corre^nding to different grades. A
committee pricing system is similar to abase pricing system
involving terminal market quotations. Historically, a base
pricing system has been used in e^ marketing, but it has
not been widely used in hogmarketing. Therefore problems
uf adjustment by those in the hog industry may be more
severe. Finally, it appears that a committee pricing system
would need to be adopted at a national, or at least a
regional, level.
Computerized Trading
Another egg pricing system su^ested was termed an
"electronic e^ exchange" (31). This proposed system
would involve the use of a computer in the price making
and exchange proce^. A computer would play the role of a
central market, i.e., traders would communicate and
complete transactions by making firm bids and offers
through the computer.
Operation. The following description and discussion of
an electronic egg exchange illustrates its operation. (This is
only one of a number of ways an electronic exchange could
be designed.)
The proposed electronic egg exchange would become a
pan of the wholesale egg marketing systeni. It would
provide for centralized egg pricing. Prices would be
determined in much the same manner as they would be if
all eggs moved througli a central marketplace (i.e., each lot
is olTered to several buyers, and each buyer has an
opportunity to bid on tJie lots of several sellers), These
chiM JCteristics of (he proposed system are important for
iwo reasons. First, there has been a trend toward lower cost
diiecl tnaiketing of eggs, and tiiis system would permit this
iiond lo continue. Second, the present pricing system,
wliich is regarded with disfavor by many in the industry,
would Iv replaced by one which would appear to have
several desirable characteristics. Figure 10 illustrates how
the marketing system could be designed. The computer
would serve as the central marketplace. Each of the firms in
the marketing channel would be connected with the
computer, either directly by telephone or teletype, or
indirectly through a broker. Negotiations would be
conducted, transactions would be completed, and prices
would be determined through thiscommunication network.
But eggs would be shipped directly from sellers to buyers
without going through a central marketplace.
To conduct negotiations and complete transactions,
traders would enter offers to buy or sell a specified
quantity and grade of eggs for delivery on a specified day,
at a specified location, and at a specified price. As each bid
or offer is entered, the computer would automatically
determine whether or not a transaction is possible, and if so
complete the transaction.
For example, if a seller entered an offer, the computer
would check to see if a bid for the same grade, delivery
date, and delivery place was currently entered that would
meet or exceed the seller's offer price. If such a bid was
entered, the transaction would be completed at a prk:c
halfway between the seller's offer and the buyer's bid.and
a quantity equal to the smaller of those specified by the
buyer and the seller (unless the quantities are equal) would
be traded. The bid or offer of the trader specifying the
smaller quantity would then be cancelled. The trader
specifying the larger quantity would have the option of
continuing or cancelling his bid or offer for the remaining
part of his order.
If the computer determined that a transactionwas not
possible (i.e.. a bid meeting or exceeding the seller's offer
had not been entered) the seller would be given the option
of withdrawing the offer or placing it on file in Ihe
computer for active consideration.
To facilitate the completion of transactions in this
system, trading would be restricted to forward contracts,
quite similar to futures contracts. These contracts would
specify thegrade of e^s, the delivery point,and the dateof
delivery. A trader would specify the contract he desires to
trade when he enters his bid or offer. At any time, any
trader could obtain through the computer the highest
current bid to buy, the lowest current offer lo sell, and the
most recent transaction price for each contract.
The proposed electronic egg exchange provides a
market for egg transportation services, as well as for eggs.
When entering a bid or offer, each trader would be required
to specify delivery points, but he could also specify a
schedule of premiums and/or discounts for delivery to
other designated locations. Too, egg carriers would be
allowed to enter offers to haul eggs between designated
points. This procedure would lead to a pricing system for
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Figure 10. Example communication channels for the electronic egg exchange
Breaker
Teletype
Wholesale
distributor
Teletype
Institutional
buyer
Push-button
telephone
Retailer
Ordi nary
telephone
Broker's
Computer
Teletype
B roke r's
central
off1ce
B roke r's
teletype
off1ce
Teletype
As semb1e r-
processor
Push-button
telephone
Assembler-
processor
Push-button
. telephone
Large
producer-
processor
Ordinary
telephone
Smal 1
producer-
processor
Source: Schroder. L. F.. R. G. Heifner and H. E. Larzelere. The Electronic Egg Exchange. Michigan State Univ., Dept.
of Agr. Econ.. Agr. Econ. Rep. 119, 1968.
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Iran&portation services and would also greatly expand the
number of buyers or sellers to which a bid or offer is
exposed. Offers to sell or buy at one location become offers
In -.ell or buy at all other locations by adding the lowest
ctiifcnt offer to haul to each of the other locations.
Those proposing this system pointed out several
problems that would be encountered in implementing it. In
order to cover costs of designing and operating the system
it may be necessary to form an organization of traders, to
allow only members of the organization to trade, and to
charge each member a fee for using the system. Since
trading would be by description only, an adequate grading
system would have to be developed, and some method of
policing sellers' compliance with the grade specifications of
coniracts would have to be devised. Codes would be used to
communicate with the computer, and traders may find
fhem diffjcult to become familiar with. In the early stages
of the system's operation there may be "bugs" in the
computer programswhich would cause armoying delays.
Evaluation. Among the potential advantages of an
electronic exchange system for hogs are the following:
1-irst, hogs would move directly from farms to packing
plants by the lowest cost means. At the same time, each
producer's hogs would be offered to a large number of
potential buyers. Second, because this system has a great
deal of flexibility, it Is likely that it could be designed to
achieve the preceding advantages in a manner acceptable to
producers and other industry groups. For example, a
number of different qualities of hogs could be traded, and
ilclivcries could be allowed at several different places and
on several different dates. Further, prices for each
yiadc-delivery point-delivery date combination would be
niarkcl determined. The system could be designed so that
traders have access to a relatively large amount of market
information on an equal basis. Any one of several trading
nietliods could be used, not just an auction. The electronic
exchange also could be designed so that a large amount of
market information would be distributed on an equal basis
lu all traders. Iowa producers could adopt such a system
regardless of the marketing systems used in other states or
regions. And it appears that no special legislation would be
required for such a system to be adopted.
In order to realize these advantages, though, some
problems would need to be overcome. One important
obstacle would be the design and implementation of a
grading system thai would make selling hogs by description
possible. Some metljod of obtaining funds, probably by
.issessing producers and packers, would liave to be devised.
Other ditTiculties would be encountered in familiarizing
traders with the procedures used in communicating through
ihe computer.
Before an electronic exchange system for hogs could be
initiated, a considerable number of questions need to be
considered. One important question is: Which of the many
possible variations of theelectronic exchange would be best
suited to hogmarketing? Answering this question would no
doubt require specifying the grades to be traded, the
delivery points, the delivery dates, and the trading method
to be used. In addition, the impact of alternative ways of
designing the electronic exchange on the level and
variability of prices is not known. For example, it may be
that by choosing the appropriate trading method, price
levels could be increased without the extreme variability in
prices characteristic of the Dutch auctions.
Implications for HogMaiketingin Iowa
This discussion of alternative price-coordinated hog
marketing systems and marketing practiceshas revealed ihe
following points:
First, in the marketing of hogs there is a trend toward
shorter, direct, or decentralized marketing channels. This
trend appears to be due, at least in part, to the efforts of
producers and marketing firms to reduce marketing costs.
Changes in the hog pricing system have not kept pace with
these changes in marketing channels. As a result producers
in many areas have become dissatisfied with the way in
which prices are determined, particularly with their
weakened bargaining position and with their lack of market
information.
Revising marketing practices and (or) revising the
marketing system itself would help to overcome these
problems faced by producers. One alternative marketing
practice that may be especially helpful to smaller Iowa
producers is pooling. Other promising alternativescombine
decentralized or direct marketing channels with a
centralized pricing system. Decentralized marketing
channels permit reduced marketing costs, while a
centralized pricing system exposes each lot of hogs
marketed to a large number of potential buyers and greatly
increases the amount of market information available to
each trader. These characteristics should make this type of
system attractive to producers. The fact that procurement
expenses may be reduced in comparison with decentralized
pricing systems (e.g., the expense involved in maintaining a
staff of livestock buyers in the field would likely be
reduced) may make this system attractive to packers as
well.
With the aid of modern communication and computer
technology, marketing systems that permit centralized
pricing to be combined with direct marketing can be
designed. Several such systems have already been designed
and put into operation—e.g., the Canadian teletype auctions
and the MFA telephone auction. And one other system that
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would make use of a computer, the electronic egg
exchange, has been proposed.
The adoption of an alternativemarketingsystemwould
not be painless. If a marketing system that involves
centralized pricing is adopted, a grading system that would
permit selling by description (rather than by inspection)
would have to be developed and accepted by producersand
packers. Problems may also be encountered in building
widespread acceptance and use of an alternative marketing
system.
ALTERNATIVE NOISI-PRICE-COORDINATED
MARKETING SYSTEMS
Tlic discussion lo this point has dealt with alternative
price-coordinated marketing systems. Other alternatives fall
in the second category, namely, non-price-coordinated
marketing systems. Included in this category are a wide
range of contracting alternatives as well as vertical
integration.
Even though the present hog marketing system is
primarily price coordinated, several contracting alternatives
are currently available. And, for some producers, these
contracts may provide attractive alternatives to present
marketing arrangements. Many producers associate
contracts and vertical integration with loss of control of
their hog enterprises and therefore view the emergence of
these alternatives with alarm.
In what follows we will briefly discuss several of the
alternative contracting arrangements, and some of the
vertically integrated enterprises, that are now a part of the
hog marketing system. In addition, an effort will be made
lo identify forces that motivate the use of contracts and
vertical integration, and to identify trends under way in the
amounts and types of these arrangements.
Contracting Alternatives
Vertical integration is the most extreme form of
non-price coordination, since the pricing system is
completely replaced and all management decisions aremade
jointly. In contractual agreements coordination is achieved
through a combination of prices and the transfer of
management decision-making authority to the contractor.
The number and types of management decisions that are
transferred depend on the type of contract.
In fig. 11 the major types of contracts presently
available to hog producers are classified according to the
amount of decision-making authority that is transferred to
llie contractor. The arrows point in the direction of
iik-reaslng transfer of decision-making authority away from
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producers. At the extreme left is the price-coordinated
system in which decisions are not made jointly. At the
other extreme is vertical integration. The types of
contractual agreements range from marketing service
contracts, which involve a relatively small departure from a
price-coordinated system, to production-management
contracts which approach vertical integration. In the upper
part of the diagram some of the parties facing producers in
the various marketing arrangements are identified. The
lower part of the diagram indicates that producers may
enter contractual agreements eitlier privately or througli
cooperatives. Cooperatives also allow producers an
opportunity lo vertically integrate.
Previous sections have been devoted to alternative
price-coordinated marketing systems, the category on the
far left in fig. 11. Let us turn now to a more detailed
examination of the remaining categories, moving from left
to right.
Marketing Service Contracts
This type of contract involves an agreementbetweena
producer and a marketing agency under which the
marketing agency provides certain marketing services in
return for a fee.
These contracts typically allow the producer to choose
to market his hogs at one or more terminal markets
(perhaps through a specified commission firm), at one or
more auctions, or direct to one of several packers. The
choice of a market outlet is the producer's responsibility,
but at the request of the producer, the marketing agency
must: obtain on-farm bids from one or more buyers; advise
the producer of current market prices at local, tenninal.
and auction markets; and inform the producer of trucking
rates and probable shrink of hogs shipped to the various
outlets. The provisions may also require that the agency
guarantee payment for the hogs. The agency, however, does
not take title.
The fee charged the producer is usually on a per head
basis and comparable with commission charges at terminal
markets. Often the contract will require that all slaugliter
hogs marketed by the producer for the duration of the
contract (e.g., 60 days) be marketed through the agency.
The marketing agency may be a private firm, an affiliate of
a cooperative or a farmer organization, or an agency
established by a local producer group.
This type of contract provides the producer the same
type of service that a commission firm provides at a
terminal market and at about the same cost, but the
producer is not required lo ship to a terminal market.
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Market-Specification Contracts
These contracts usually involve an agreement between
a packer and a group of producers. The contract specifies
the number of hogs to be supplied by theproducers to the
packer, and a set of marketing procedures.
With this type of contract, each producer has full
responsibility for decisions concerning his production
practices. But the producers as a group agree to provide the
packer a specified volume of slau^ter hogs during the
contract period. The contract usually includes a number of
provisions pertaining to marketing procedures: for example,
a delivery schedule specifying deliveries by the group to the
packer, and deliveries by each individual producer; a
delivery point or points; penalties for failure to deliver;
premiums for early delivery; assessment of charges to cover
costs of administration and facilities, and (or) the agent s
fee; and a procedure for determining prices to be paid
producers.
The contracting producers may be a locally organized
group or a group affiliated v/ith a cooperative or farmer
organization. In some cases a cooperative or farmer
organization affiliate, or a private firm, serves as an agent,
i.e., organizes the producer group, negotiates the contract
with the packer, and administers the contract for a fee.
The procedure for determining prices usually requires a
number of provisions. The weights and grades of hogs that
are deliverable and the method of sale (e.g., live weight, or
carcass grade and weight) and a means of identifying the
hogs of individual producers must be specified. A procedure
for determining a base price must be developed. Daily
prices reported at terminal or other markets, or weekly
average prices have been used to establish base prices. (If
hogs are sold on a carcass basis, it may be necessary to
specify a base dressing perccnt as well.) Other provisions are
needed to specify grading procedures, grade premiums and
discounts, weight premiums and discounts, deduction for
soft carcasses and trim losses, and procedures for allocating
condemnation losses. Some contracts also include
provisions for a minimum (base) price.
A sample set of provisions for detemiining prices to be
paid producers under a market-specification contract is
presented in fig. 12. An example may help to clarify the
procedure outlined. Suppose that on the day a contracting
producer markets hogs, tlie packer price for U. S. No. 3,
200-230 lb. hogs is $24.75 per cwt., and the inidsession
market news quotation (fig. l2-l,B,l,b) is $25 to S26.50
per cwt. The recorded live weight price for the delivery day
is then S25 per cwt. If tlie recorded prices on the four days
prior to the delivery day are S26.50, $26.25, $25.75 and
$25.25, the base live weight price is $25.75
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$25.00 + $26.50 + $26.25 ^ $25.75 + $25.25).
Dividing this price by the base dressing percent. 72.85%.
yields the base price of $35.35 per cwt. of carcass.
Now, using the provisions in II, III, and IV of fig. 12,
the price for each hog in the lot marketed can be
computed. For example, if a hog produces a carcass
wei^ng 176 lbs. (hot weight) with abackfat thickness of
1.4 inches over the last rib, the quality premium is 7 cents
per cwt. of carcass and the weight premium is 80 cents per
cwt. of carcass. The carcass price including premiums is
$36.22 per cwt. ($36.22 = $35.35 + .07 + .80), and the
amount the producer receives is $63.75
($63.75 = 36.22 X 1.76).
Data indicating the percent of slaughter hogs marketed
under this type of contract are not available. But these
contracts are being used in several states. The contracts
used employ a variety of pricing (and other) provisions,
somequite different from those in fig. 12.
In terms of the comprehensiveness of the agreement,
market-specification contracts go a step beyond marketing
service contracts. In most cases, producers having the
former are able to receive a price premium due to the
guaranteed volume, and have an opportunity to receive an
additional premium for high-quality hogs. In return for this
they must forgo some flexibility in choosing a market
outlet, a selling method, and a marketing date, and they
must pay fees to help cover costs of administering the
contract.
Forward Pricing Contracts
These contracts are similar to market-specification
contracts but with two exceptions: They typically involve a
single producer and a packer and, at the time he enters the
contract, the producer is guaranteed a specific base price
for the hogs he is to deliver to the packer at a later date.
An example forward-pricing contract is presented infig.
13. The contract specifies the number of hogs to be
delivered, a specific base price, and grade and weiglu
requirements for a "base" hog (in this example 200-230
lbs., U. S. No. 1, No. 2 andnot more than 10percent U. S.
No. 3). It is common practice to discount hogs not meeting
the base requirement, using the schedule of discounts in
effect for the packing plant on the day the hogs are
delivered. These discounts, then, are not specified at the
time the contract is entered. The contract also specifies a
delivery point, and a week during which delivery must be
made. In the example in fig. 13 provision is made for an
advance payment to the producer at the time he enters the
contract.
Figure 12. Sample pricing provisions for amarket-specification contract
I. Base price.
A. Thebase pricewill be a price per cwt. of hot carcass.
B The computation of the base carcass price will involve the following steps.
1. For each business day (excluding Saturdays! the higher of the following two live weight price quotes will be
recorded:
a. The price paid by the packing company for U. S. No. 3hogs weighing 200-230 lbs.;
b. The lower price reported for U, S, No. 1-3, 200-230 lbs. plant-delivered hogs in the USDA market
nev/s interior Iowa-southernMinnesota midsession report.
2. The base live weight price will be computed by averaging the recorded live weight price quotes for the
delivery day and the 4 days prior to delivery.
3. The base carcass price will be computed by dividing the base live weight price by 72.85% (the base dressing
percent).
II. Quality premiums and discounts.
A. Quality premiums and discounts will be based on the thickness of backfat over the last rib of the carcass.
B, The following schedule of premiums and discounts will be used;
1. If backfat thickness is 1.6 inches, there will beno premium or discount.
2. Apremium of 3.5 cents per cwt. of carcass wilt be paid for each one-tenth inch backfat thickness less than
1.6 inches.
3. Adiscount of 6 cents per cwt. of carcass will be paid for each one-tenth inch of backfat thickness in excess
of 1.6 inches.
III. Weight premiums and discounts.
A. Premiums and discounts will be based on hot carcass weight.
B. The following schedule of premiums and discounts will be used.
1. Carcasses weighing less than 155 lbs. wilt be discounted 10 cents per cwt. of carcass for each 1lb. carcass
weight falls short of 155 lbs.
2. Carcasses falling in the 155-175 lb. weight range will command apremium of $1 per cwt. of carcass.
3. Carcasses weighing 175-180 lbs. will command a premium of 20 cents per cwt. of carcass for each 1lb.
carcass weight falls short of 180 lbs.
4. Carcasses weighing 180 lbs. will receive no premium or discount.
5. Adiscount of 10 cents per cwt. of carcass will be charged for each 1lb. carcass weight exceeds 180 lbs., up
to 190 lbs.
6. Carcasses weighing more than 190 lbs. will be discounted 20c per cwt. of carcass for each 1 lb. carcass
weight exceeds 190 lbs.
IV. Other discounts.
A. Carcasses vieighing less than 140 lbs. will not command quality premiums, but quality discounts will be applied
when backfat thickness exceeds 1.6 inches.
B. Carcasses with inadequate muscling or thin or skimpy bellies will be discounted $2 per cwt. of carcass. Also,
quality and weight discounts may applied but no premiums will be paid.
V. Other pricing provisions.
A. Condemned hogs will be paid for by the packer if not designated "subject" prior to slaughter. Payment will be
based on the average weight and price for the entire lot sold.
B. Partial condemnation of carcasses will be absorbed by the producer through an appropriate reduction ofcarcass
weight.
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Figure 13. Example forward pricing contract
AGREEMENT made this day of , 19 , between.
of (hereafter referred to as Buyer), witnesseth:
1. Seller hereby agrees to sell and deliver, and Buyer hereby agrees to buy and receive approximately
head of hogs described and priced as follows:
Barrows and Gilts—weighing 200/230 lbs.—in the usual assortment grading 1's and 3's (not to exceed 10% # 3's) at a price of
per cwt. Hogs not meeting weight or grade specifications will be priced in accordance with Buyer's
prevailing price differentials in effect at the time of delivery. Buyer's prevailing Merit program in effect at the time of delivery
will be applied to hogs delivered hereundw. (Said hogs are, or will be, located at
^in County, State of
2. Said hogs are to be delivered by Seller to Buyer at during tfie week
commencing , 19 for slaughter to produce meat for human consumption.
3. Subject to prior approval by Buyer's Credit Departmerrt, Buyer agrees to pay Seller $5.(X} per head forHiwith as part
payment for said hogs. Buyer agrees to pay Seller the balance of the purchase price for said hogs before the close of the next
business day following delivery and determination of the amount of the purchase price.
4. Said hogs are, on the date hereof, subject to a lien or chattel mortgage in the amount of $ in
favor of • Seller represents and warrants that he will obtain the
release of ail liens and chattel mortgages on said hogs prior to final payment therefor and will submit proof thereof to Buyer.
In the event Seller fails to submit proof of such release, final payment for said hogs will be made jointly to Seller and lien
holder.
5. If for any reason whatsoever, delivery of the herein described hogs cannot be made because of sickness, fire,
accidents or acts of God, Seller shall accordingly notify Buyer at the earliest possible date. *
6. If for any reason whatsoever, delivery of the herein described hogs is not made to Buyer as herein required, all
money advanced by Buyer on such undelivered hogs shall be immediately returned and refunded to it in full, without
prejudice to such other rights as Buyer may have.
IN WITNESS WHEREOF, the parties have executed this agreement on the date first above written.
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Seller
JONES PACKING CO.
By
Buyer
In most cases the packer uses the Chicago futures
market to establish Ws base contract price offer and to
luduce his price risk. To establish the base price he uses(1)
the prevailing price of live hog futures contracts calling for
delivery during, or soon after, the week the producer is to
deliver hogs to his plant, and (2) information about the
usual relationship between prices in his local area and
futures prices. To reduce his risk of losses due to price
change (i.e.. losses he would incur if local hog prices at the
lime the producer delivers his hogs are less than the price
ipeciOed in Ihe forward-pricing contract) he can hedge on
the futures market. This would involve selling a live hog
futures contract at the same lime the forward-pricing
contract is entered, and lifting the hedge at the time the
ht)gs are delivered.
Because packers rely heavily on the futures market in
administering forward-pricing contracts, grade and weight
specifications often correspond closely with those of
livc-hog futures contracts. In some cases the contract also
speciHcs a number of hogs equal to that called for in a
futures contract (currently about 140 head). Too, some
contracts specify that the producer must compensate the
buyer for any losses in the futures market in the event the
producer fails to make delivery.
A number of packers, some in Iowa, currently offer
forward-pricing contracts. They are also offered by some
marketing agencies (e.g., buying stations).
Forward-pricing contracts offer the producer many of
the same provisions as market-specifications contracts. In
jddition, ihey offer him a guaranteed base price plus, in
some cases, an advance partial payment for his hogs. The
producer, in return, must meet a rather rigid delivery
schedule, and must pay for the services offered-probably
in the form of a reduction In price. Tlirougli hedging in the
futures market on his own account a producer may be able
to reduce price uncertainty, and at a lower cost than he
incurs under a forward-pricing contract.
Rcsmrcc-Providing Contracts
In these contracts the "contractor" (i.e., party
contracting with the producer) provides some of the
resources needed in producing hogs. An Important
difleroncc between this type of contract and those
Wiscussed pieviously is that here the contractor becomes
fuvolved in the decisions concerning production practices.
The resources provided by the contractor in this typo
of agreement may include feed, credit, tnanagement
j.ssistance. assistance in the acquisition of breeding stock
.ind feeder pigs, or others. The producer provides the
buildings, equipment, labor, and at least part of the
nijinagement, and in many cases the breeding stock or
feeder pigs and part of the feed. In this type of contract the
producer retains ownership of the hogs during the feeding
period (although the contract may require that he obtain
breeding stock or feeder pi^ through the contractor) and
assumes production risks.
The contractor may be a packer, a feed company, a
breeding stock leasing firm, or a farmer cooperative. A
single contractor may coordinate several stages of hog
production using this type of contract. For example, he
may enter contracts with producers of breeding stock,
feeder pig producers, and slau^iter hog producers whereby
he provides feed and specifies the management program to
be used at each stage. It is also possible to combine
resource-providing contracts with one of the three types of
marketing contracts discussed previously. In this manner, a
single contractor could coordinate the breeding,
production, marketing, and processing stages.
A great many alternative resource-providing contract
arrangements are possible. Several descriptions of
arrangements being used have been reported (1, 14, 48).
Brief outlines of a sample of these arrangements illustrate
the range of alternatives currently available.
One resource-providing contract that has been called
the "pig hatchery plan" involves an agreement between the
feed dealer and a feeder pig producer. The pig producer
supplies breeding stock, buildings, equipment, and labor.
The dealer provides feed and some other supplies, and
agrees to buy 40-pound feeder pigs from the producer
according to a pricing formula set forth in the contract.
Another resource-providing contract involves an
agreement between a feed dealer and a producer
specializing in growing and finishing slaughter ht>gs. The
feed dealer sells feeder pigs, feed, and supplies to the
producer. In addition, he cosigns a bank note to provide
financing, dictates certain management practices, and
provides a market outlet. The producer owns the hogs while
they are on feed, assumes all production risks, and provides
the remaining inputs. If the producer defaults on the loan,
the dealer is obligated to pay it off and may be able to
require the producer to feed another group of hogs. In this
contract, as well as in the first one described, the dealer's
return is achieved primarily through sates of feed and other
supplies.
A type of resource-providing contract which has gained
relatively wide acceptance is termed "sow leasing." The
contractor is usually a speciali/.ed leasing firm affiliated
with a feed company or packer. A typical contract miglit
include the following provisions (13): The leasingcompany
provides the breeding stock (both boars and gilts) and
management assistance. The producer agrees to use only
leased breeding stock in his operation, to buy feed through
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the leasing company (this may not be a requirement), and
to pay rent on the leased breeding stock. The rental
payments include an initiation fee, a deposit for each
animal delivered, a series of payments (e.g., at the time the
first, third, and fifth litters are marketed) based on the
market value of hogs sold and the number of gilts and boars
leased, and a portion of the salvage value of the breeding
stock at the end of the contract period. The contract
typically remains in effect until from four to seven litters
have been marketed. The leasing company may also provide
the producer an opportunity to enter a marketing contract.
One researcher (48) has suggested that if the price of
hogs is $20 per hundredweight a producer is compensated
for the extra cost of sow leasing only if at least one of the
following results is achieved: (a) Feed requirements are
reduced 16 pounds per 100 pounds of gain, (b) ^ extra pig
ts weaned per litter, (c) price is increased $1.21 per hog
marketed, or (d) the number of sows farrowed is increased
about 10 percent.
Resource-providing contracts may provide several
advantages to producers. Management may be improved,
uncertainty regarding profits and losses may be reduced,
credit may be made easier to obtain, a lower investment
and operating capital requirement per animal unit may
allow him to expand his operation, and he may be allowed
to specialize in those phases of hog production he is best
equipped to handle. The prices the hog producer pays for
these advantages are less independence and a lower return
per hog.
Production-Management Contracts
The distinction between resource-providing and
production-management contracts is not a sharp one. The
latter category includes those contracts which essentially
place the producer in the position of a salaried employee of
the contractor. But it is not always clear when this sort of
arrangement does or does not exist. The following are
examples of production-management contracts. Both are
similar to the custom feeding arrangements used in cattle
feeding. The first involves an agreement between a feed
dealer and a producer specializing in growing and finishing.
The dealer supplies feeder pigs, feed, supplies, a
management program, a market for the ho^, and maintains
ownership of the pigs. The producer supplies buildings,
equipment, and labor, and is paid either a flat fee (based on
pounds of gain, possibly adjusted to reward hi^ feed
efficiency) or a fiat fee plus a share of the profits.
A feeder pig producer might contract the services of a
specialized finisher. The finisher provides a "hog motel."
The feeder pig producer maintains ownership, assumes all
risks, and pays the finisher on a per-hog per-day basis, or on
the basis of the pounds gained.
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Of the categories of contracts outlined,
production-management contracts most nearly approach
vertical coordination through ownership (i.e.. vertical
integration).
Vertical Intention
Vertical integration undertaken by farmer cooperatives
and that undertaken by private firms merit separate
discussions since the parties and motives are different, as
are the impacts on producers.
Throu^ Cooperatives
Farmer-owned cooperatives offer producers an
opportunity to own and control a vertically integrated
enterprise. Through cooperatives, member producers may
gain control over a number of stages in the hog production
and marketing process. One of the simplest arrangements
involves the negotiation and administration of a
market-specification contract by the cooperative for its
producer members. This arrangement may, however, be
expanded to include a cooperatively owned packing plant, a
branded product line, and cooperative ownership of feed
mills and other supplies. In fig. 14 a diagram illustrating
these vertical coordination possibilities is presented.
Producers organizing a cooperatively controlled
vertically integrated enterprise may be able to reduce costs
of marketing and (or) processing; to promote stable
supplies and prices of hogs; to increase price competition
for private processors, retailers, and aippliers; or to provide
new services to producer members.
To fully exploit potential gains from farmer-controlled
integration through cooperatives, producers would need to
agree to a strict program of quality control, and to close
coordination of production and processing, perhaps
throu^ contractual agreements between member-producers
and cooperatively owned processors.
By Farm and Nanfarm Firms
The major motive for vertical integration by private
firms probably is increased profits. Vertical integration
might contribute to this goal throu^ increased efficiency
and lower costs or improved bargaining power.
Feed manufacturing (and perhaps other supply
companies), packers, retailers, and even large hog producers
may be able to realize these advantages. Certain
characteristics of the feed manufacturing industry indicate
that pressure for forward integration into hog production is
present. For most feed manufacturing firms the greatest
opportunity for increased profits is expanded feed sales.
Yet the techniques available to a firm wishing to increase
Figure 14. Farmer-controlled integration In hogs through cooperative production and
marketing association
Retailer
(brand name
label)
Cooperative
packing plant
(coordinator)
Carcass
sales Private
packing
plants
Testing
station
Seed
stock
producers
Cooperative
marketing
association
(coordinator)
(Alternative)
Member-
grower-
finishers
Member-
feeder pig
producers
Member-
market hog
producers
Private
suppliers
services
Cooperative
suppliers
services
Source: Dirks, H. J. and D, J. Fienup. Technological and Market Forces Affecting
Vertical Integration in the Hog Industry. MinnesotaAgr, Exp. Sta., Tech. Bui. 249,
1965.
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feed sales are limited. Increased price competition is not an
attractive possibility because it may eventually lead to
lower prices and profits; and it is difficult for a single
company to gain and maintain an advantage in feed
formulation. These difficulties are compounded by the
possibility of lar^ hog producers integrating into feed
manufacturing.
Interviews with feed company executives have
indicated that contracts have been offered by feed
companies primarily to increase feed sales. A company may
be able to further expand its market for feed through
integration. However, to date integration into hog
production has not taken place to a significant extent.
Some of the reasons appear to be the large investment
requirement and the relatively high risk and low returns in
hog production compared to other Investment
opportunities.
Packers, too, face conditions which might lead them
toward increased coordination with production, either
througli contracting or vertical integration. In recent years a
shift in bargaining strength from packers to retailers has
occurred. One result has been an increased cost
consciousness on the part of the packers. Among the
possibilities for reducing costs are a stricter volume control
(periods of low volume result in high unit costs), better
quality control, and a reduction in procurement costs.
Closer coordination with hog production may help in these
areas.
These forces have probably been at least partly
responsible for packer interest in contracting. However,
contracting has not become extensive yet. Several Corn Belt
packers have resisted contracts, arguing that costs
associated with offering them outweigh advantages to the
packer. Backward integration by packers into hog
production has been practically nonexistent. Even though it
niiglil appear that a flexible reserve of packer-owned
slaugliter hogs could be used to smooth Irregularities in
purchased supplies, in recent years less than 'A of 1 percent
of hogs slaughtered have come from feeding operations of
packers. (This compares with national averages of 5.6
percent and 13.3 percent for cattle and sheep, respectively,
in 1970.) (44)
Some of the reasons for the lack of vertical integration
appear to be the large investment requirements, relatively
high risk and low returns, and the belief that owned
slaughter animals may add to, rather than eliminate, volume
control problems. Forward Integration by packers to the
retail level, too, has been almost nonexistent.
Of the groups of potential integrators mentioned
above, retailers have probably been the least aggressive. A
small amount of backward integration by retailers into
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slaughtering has occurred, but almost none has been carried
to the level of hog production. A primary need of retailers
is a dependable supply of uniform quality pork. Througli
use of specification buying on an "offer and acceptance"
basis, retailers have been able to fulfill this need atid haw
expressed little interest in integrating.
Large-scale hog production is a very new and largely
untested development. But if it succeeds, some highly
integrated enterprises may result. Within the past 2 to 3
years hog production enterprises with aruiual volumesof up
to 100,000 slaughter hogs havegone into operation outside
the Com Belt. Some of these operations have already
integrated forward into slaughtering with the intention of
developing branded products for sale locally or in national
chains. For these operations to succeed,problemsof disease
control, financing, and acquisition of tabor must be
overcome. The verdict is not yet in.
Non-Prke Coordination: Prospects for the Future
The discussion so far has been primarily concerned
with a description of the arrangements involving non-price
coordination presently used In the hog industry. Let us now
attempt to anticipate the future. What changes should be
expected? One nii^t draw on developments in the broiler
industry for some clues.
In the early i950's some loose contractual agreements
between producers and growers came into use. These
informal contracts gradually gave way to more
comprehensive and more formal contracts. By 1965, the
typical broiler grower no longer assumed the risks
commonly assumed by agricultural producers. He was, in
effect, a wage earner. More recently some of these contracts
have been replaced by vertical integration.
Table 11 shows estimates of tlie relative importance of
vertical integration and contracting in several agricultural
industries in 1960 and In 1970. Another recent study (12)
indicates that a slightly larger proportion of hc^s, 6-7
percent, are produced and marketed under these
arrangements. Is it reasonable to expect that this
proportion will increase to nearly 100 percent as has been
the case in the broiler industry?
A study undertaken at the University of Minnesota (7)
attempted to answer this question. The approach was to
first try to identify forces underlying extensive vertical
integration. It was suggested that an initiating force is rapid
technological progress in the industry. If this progress
makes possible large-scale, specialized, cost-reducing
production units; if farm operators are unable to provide
the financing and management required to exploit this
technology, and if nonfarm firms are willing to provide the
needed capital and management, vertical integration will
Table 11. Contractingand Vertical Integration inAgricultural Industries, 1960and 1970
Item
Share of oroduction under^
Contracts Vertical integration
1960 1970 1960 1970
Percent Percent
Crops:
11Cotton 5 3
1
Dry beans and peas 1 1 1
Feed grains —-
mm
Food grains 1 2 •M m
Fruits and nuts:
30Citrus 60 55 20
Other 20 20 15 20
Hay and forage -- — —- --
Oil-bearing crops 1 1 ——
mm
Potatoes 40 45 30 25
Seed crops 80 80 — --
Sugar crops:
Beets 98 98 2 2
Cane 40 40 60 60
Other 5 5 2 2
Tobacco 2 2 2 2
Vegetables:
25 30Fresh market 20 21
Processing 67 85 8 10
Total crops 9 10 4 5
Livestock:
Broilers 93 90 5 7
Eggs 5 20 10 20
Fed cattle 10 18 3 4
Hogs -- 1 — 1
Milk:
Fluid 95 95 3 3
Manufacturing 25 25 2 1
Sheep and lambs 2 7 2 3
Turkeys 30 42 4 12
Miscellaneous 3 3 1 1
Total livestock 27 31 3 5
Total farm output (crop and livestock combined) 15 17 4 5
Estimates based on the informal judgements of production and marketing specialists
within USDA, Precise and certain data on the extent of various forms of coordina
tion do not exist for many commodities,
2
Dashes indicate less than 1 percent.
Source: U. S. Statistical Reporting Service. Contracting and Vertical Integration:
Where They Fit in the Farm Scene. Pp. 2-5 in U. S. Stat. Rep. Serv.
Agricultural Situation, U. S. Dept. Agr., Nov. 1972.
49
likely Iwcinne cxlcnsive. These cunditions weri? inel in llie
broiler industry during llie 1950's.
The study went on to consider another question: Are
these conditions present in the hog industry? The
conclusion in 1965 was that althou^ there had been
technological gains in hog production, they had not made
possible large-scale specialized hog production with cost
advantages over operations suited to family-sized Corn Bell
farms. In fact, the study found that disease and other
management problems might be expected to result in cost
disadvantages for these large enterprises. The study went on
to state that even if these advances were to become
available, there would likely be a strong incentive for
vertical integration only if producers were unable to
provide the needed financing and management skills.
This conclusion, althougli significant, should perhaps
be accepted with a certain amount of caution. In fact, if the
recently established large-scale enterprises with volumes of
up to 100,000 hogs prove successful, this will furnish some
incentive for vertical integration. Even without
technological breakthrou^s, contractual arrangements may
grow in importance. They offer advantages to packers
througli volume and quality control; to feed manufacturers
through increased feed sales; and to producers through
reduced risk, financing whichmay be otherwise unavailable,
an opportunity to receive premiums for consistent volume
and quality, and management assistance. And. these
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itdvunlages may bi'conu' iiumv [Moutnnii'i'd ;is
production enterprises hocomc Uunoi.
Other potential developinents may cnctMirn^c the use*
of contractual arrangements. The separation of feeder pig
production and hog finishing could lead to proilt-shariiig
contracts involving the two types of producers. An
increased emphasis on pork quality by retailers may lead to
more non-price coordination between retailers, packers, and
producers.
At the present time the hog marketing system is
primarily a price-coordinated one, and it appears that it will
remain so for at least the immediate future. However, some
contractual arrangements are presently available, and it is
expected that because they offer advantages to the parties
involved, they will continue to be available. Possibly the
present pricing system could be improved, at least from the
viewpoint of producers, by adopting an alternative that
combines centralized price making and decentralized or
direct movement of hogs.
Looking beyond the near future, it is not yet clear
whether vertical integration will become more widespread.
Most Iowa producers would not consider the prospect of
extensive vertical integration by nonfarm firms to be
attractive. However, if the choice is between a pricing
system and a marketing system involving extensive use of
contracts, more study is needed to determine which might
havemore favorable impacts on producers.
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